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PREFACE 


This  book  was  begun  merely  to  bring  up  to  date  Professional 
Ethics  of  Public  Accounting,  published  in  1946,  but  it  has  be- 
come a  much  more  ambitious  project,  despite  the  fact  that  much 
of  the  earlier  material  is  included  here. 

A  lot  has  happened  to  the  accounting  profession  in  ten  years. 
The  number  of  certified  public  accountants  has  increased  from 
28,000  to  54,000  and  the  membership  of  the  American  Institute 
of  Accountants  from  10,000  to  28,000.  The  stature  of  the  pro- 
fession has  increased  more  than  its  size,  and  the  scope  of  its 
services  has  broadened.  It  is  attracting  more  public  notice— and 
sometimes  criticism.  Ethical  questions  are  arising  which  had 
not  formerly  required  attention,  and  many  of  them  cannot  be 
answered  by  reference  to  the  existing  rules  of  professional  con- 
duct. Some  earlier  assumptions  may  require  reexamination. 

The  leaders  of  the  profession  recognize  that  this  is  a  good 
time  for  a  critical  review  of  the  ethical  concepts  of  the  profession. 

In  1955  the  American  Institute  of  Accountants'  committee 
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on  professional  ethics  requested  that  its  membership  be  en- 
larged from  5  to  15  in  order  that  it  might  cope  with  a  rapidly 
increasing  work  load.  At  the  same  time  the  committee  sub- 
mitted 15  questions  suggesting  possible  additions  to  the  rules 
of  professional  conduct  which  might  provide  guidance  on  prob- 
lems not  covered  by  the  present  code.  When  it  is  recalled  that 
there  are  only  16  rules  of  conduct  at  present,  the  scope  of  the 
suggested  additions  is  significant. 

It  should  not  be  surprising  that  the  ethical  concepts  of  the 
accounting  profession  are  in  the  process  of  rapid  evolution.  The 
profession  itself  is  in  the  same  state. 

From  the  days  of  ancient  Egypt  to  the  nineteenth  century 
accounting  was  generally  synonymous  with  record-keeping,  or 
bookkeeping. 

In  Scotland  and  England  professional  accountants  came  into 
existence  in  the  early  nineteenth  century,  largely  in  response  to 
a  demand  for  their  services  in  the  winding  up  of  the  affairs  of 
bankrupt  companies.  Later,  it  became  common  for  accountants 
to  be  appointed  by  the  courts  as  official  liquidators.  The  Com- 
panies Act  of  1844,  however,  provided  that  the  appointment  of 
auditors  to  receive  and  examine  the  accounts  of  companies  was 
a  prerequisite  of  legal  sanction  to  do  business.  The  Economist 
(London)  declared  in  1866  that  "Accountants  are  becoming  a 
profession  like  lawyers."  Compulsory  and  independent  audits 
for  banks  were  legislated  in  England  in  1879.  By  1900,  appoint- 
ment of  auditors  became  compulsory  for  all  enterprises  in  the 
United  Kingdom  *  which  were  subject  to  the  Companies  Act. 

Naturally  enough,  the  ethical  concepts  of  the  emerging  ac- 
counting profession  were  largely  influenced  by  the  responsibili- 
ties of  its  members  as  independent  auditors.  The  concept  of 
independence  was  stressed  from  the  beginning. 

Scottish  and  English  chartered  accountants,  who  first  came  to 
the  United  States  to  audit  companies  in  which  British  capita] 

*  The  Development  of  the  Business  Corporation  in  England,  1800-1867,  by 
Bishop  Carleton  Hunt,  Harvard  University  Press,  1936. 
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had  been  invested,  were  largely  responsible  for  the  development 
of  the  accounting  profession  here.  The  pre-eminence  of  inde- 
pendent auditing  among  the  services  offered  by  professional  ac- 
countants was  firmly  established  in  their  thinking. 

Indeed,  during  the  early  days  of  the  accounting  profession  in 
the  United  States,  auditing,  installing  accounting  systems  and 
keeping  books  were  the  principal  sources  of  the  professional 
accountant's  livelihood.  The  early  ethical  concepts  naturally 
related  largely  to  auditing,  and  their  influence  is  still  powerful 
—quite  properly  and  fortunately  so. 

Meanwhile,  however,  income  taxation  was  introduced  in  the 
United  States,  and  it  greatly  stimulated  the  demand  for  the 
services  of  certified  public  accountants.  In  income  tax  work, 
the  type  of  service  rendered  by  the  CPA  and  his  relationships 
are  quite  different  from  those  of  the  CPA  in  his  capacity  as  inde- 
pendent auditor,  and  so  may  be  his  ethical  responsibilities.  More- 
over, at  the  present  time  there  is  increasing  interest  in  the  type 
of  work  that  has  come  to  be  known  as  "management  services." 
In  this  field,  in  turn,  new  relationships  and  new  ethical  ques- 
tions arise. 

There  now  seems  need  for  a  book  which  does  more  than  to 
restate  and  explain  the  existing  rules  of  professional  conduct 
and  the  official  decisions  that  have  been  made  under  them. 
There  is  need  for  emphasis  on  general  principles  which  the  prac- 
titioner may  apply  for  himself  to  difficult  situations.  It  probably 
will  never  be  possible  to  enunciate  specific  rules  which  will 
cover  all  the  ethical  problems  that  can  arise  in  various  combi- 
nations of  circumstances.  Subjective  judgment  by  the  practi- 
tioner himself  is  often  necessary  to  determine  the  proper  course 
to  follow.  In  this  he  needs  the  guidance  of  general  principles. 

It  is  my  hope,  then,  that  this  book  will  serve  not  only  as  a 
kind  of  reference  manual  on  questions  of  ethics  which  have 
already  been  decided,  but  as  a  stimulus  to  creative  thinking 
about  questions  which  have  not  been  fully  answered. 

The  opportunities  open  to  certified  public  accountants  are 
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exciting.  CPAs  are  now  recognized  as  an  important  factor  in 
the  economic  life  of  the  community.  The  demand  for  their  cus- 
tomary services  continues  to  increase  rapidly,  and  they  are  being 
asked  to  undertake  new  services.  They  may  soon  be  generally 
accepted  as  the  profession  of  business.  But  in  order  to  realize 
these  opportunities  they  will  have  to  maintain  public  confidence 
in  their  competence  and  responsibility.  To  do  this  they  will  have 
to  keep  up  to  the  requirements  of  the  day  not  only  their  edu- 
cational and  technical  standards  but  their  ethical  standards  as 
well. 

So  much  for  background.  Now  a  few  words  about  the  book 
itself. 

It  seems  appropriate  at  this  time  to  change  the  title  to  Pro- 
fessional  Ethics  of  Certified  Public  Accountants. 

The  term  "certified  public  accountants"  in  this  context  is,  of 
course,  intended  to  refer  mainly  to  those  engaged  in  profes- 
sional public  accounting  practice.  The  Rules  of  Professional 
Conduct  of  the  American  Institute  of  Accountants  for  the  most 
part  do  not  apply  to  CPAs  who  are  teachers  or  corporate  or 
government  officials,  or  who  are  engaged  in  other  businesses 
or  activities.  A  member  of  the  Institute  in  part-time  public  ac- 
counting practice  would,  of  course,  be  bound  by  the  rules  in 
that  practice. 

Some  of  the  rules  might  also  be  held  applicable  to  members 
in  private  employment:  for  example,  Rule  Number  2,  which 
prohibits  a  member  from  allowing  any  person  to  practice  in 
his  name,  and  Rule  Number  8,  which  prohibits  a  member  from 
making  an  offer  of  employment  to  an  employee  of  another  pub- 
lic accountant  without  first  informing  the  accountant. 

Any  member  of  the  Institute,  whether  in  public  accounting 
practice  or  not,  is  subject  to  expulsion  or  suspension  under  Arti- 
cle V  of  the  by-laws  for  conduct  "discreditable  to  the  profession"; 
or  for  conviction  of  fraud  or  a  felony  or  other  crime  or  misde- 
meanor involving  moral  turpitude;  or  for  infringing  the  by-laws 
or  refusing  to  give  effect  to  any  decision  of  the  Institute  or  of 
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its  governing  body,  the  Council;  or  if  he  is  declared  by  any  com- 
petent court  to  be  insane  or  otherwise  incompetent;  or  if  his 
CPA  certificate  is  suspended,  revoked  or  withdrawn  by  the  issu- 
ing authority. 

An  entirely  new  plan  of  discussion  has  been  adopted  in  this 
book.  Instead  of  devoting  a  separate  chapter  to  each  of  the  exist- 
ing Rules  of  Professional  Conduct,  an  effort  has  been  made  to 
follow  a  more  logical  pattern. 

Part  One  is  concerned  with  fundamental  principles  of  pro- 
fessional ethics:  the  public  interest,  professional  competence, 
independence  and  integrity,  and  the  professional  attitude. 

Part  Two  is  devoted  to  ethical  questions  which  arise  in  the 
major  areas  of  professional  accounting  practice:  opinions  on  fi- 
nancial statements,  tax  practice  and  management  services. 

Part  Three  deals  with  ethical  responsibilities  to  other  people: 
relations  with  clients  and  fellow-practitioners,  and  forms  of 
organization  and  descriptions. 

The  rules  of  conduct  and  interpretations  of  the  rules  are 
discussed  in  the  appropriate  chapters.  Some  of  the  rules  are 
discussed  more  than  once,  as  they  have  a  bearing  on  more  than 
one  aspect  of  the  subject. 

For  ease  in  reference,  topical  headings  have  been  ascribed  to 
sections  within  each  chapter,  and  the  sections  have  been  num- 
bered consecutively  throughout  all  the  chapters. 

Also  to  facilitate  reference,  the  table  of  contents  lists  the 
topical  headings  of  each  part,  each  chapter  and  each  section, 
with  page  references.  The  appendix  (page  213)  reproduces  the 
Rules  of  Professional  Conduct  in  their  entirety.  The  index  lists 
each  rule  under  an  appropriate  title.  In  addition,  it  lists  all 
rules  (page  230)  with  titles  and  references  to  the  pages  on  which 
they  are  discussed  in  the  text. 

In  attempting  a  comprehensive  discussion  of  all  important 
ethical  questions  which  have  arisen  in  the  expanding  field  of 
public  accounting  practice  (many  of  which  have  not  been  offi' 
cially  answered  by  the  Council  of  the  Institute  or  its  committee 
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on  professional  ethics),  it  has  been  necessary  to  rely  in  part  on 
the  opinions  of  responsible  certified  public  accountants  who 
have  written  on  the  subject,  in  part  on  precedents  established 
in  other  professions,  and  in  part  on  the  personal  opinions  of  the 
author. 

Care  has  been  taken  to  distinguish  those  opinions  which  are 
"authoritative"  from  those  which  are  not,  but  readers  should 
keep  constantly  in  mind  that  many  of  the  ideas  presented  are 
necessarily  tentative  and  cannot  be  accepted  as  final  and  official. 
The  principal  objective  has  been  to  illuminate  the  reasoning 
underlying  the  concepts  of  ethics,  so  that  the  reader  may  have 
the  principles  in  mind  when  resolving  a  specific  question  for 
himself. 

The  following  members  of  the  Institute  who  reviewed  various 
parts  of  the  manuscript  and  made  many  invaluable  suggestions 
deserve  the  thanks  of  all  readers  who  find  the  book  helpful: 
Frank  L.  Arnold,  George  D.  Bailey,  Carman  G.  Blough,  Albert 
H.  Cohen,  Marquis  G.  Eaton,  Arthur  B.  Foye,  Ira  N.  Frisbee, 
A.  Stanley  Harmon,  Thomas  G.  Higgins,  John  B.  Inglis,  Alvin 
R.  Jennings,  Saul  Levy,  Perry  Mason,  John  J.  Mclsaac,  J.  M. 
Neumayer,  John  W.  Queenan,  Mark  E.  Richardson,  J.  S.  Seid- 
man,  Roger  Wellington,  Edward  B.  Wilcox,  Frank  L.  Wilcox. 
The  assistance  of  Mathias  F.  Correa  of  Institute  Counsel  is  also 
acknowledged.  None  of  these  men  can  be  charged  with  respon- 
sibility for  what  is  said,  however.  The  final  decisions  and  the 
writing  are  mine. 

Members  of  the  Institute's  staff  who  carried  much  of  the  bur- 
den of  assembling  material,  preparing  the  manuscript,  and  pro- 
ducing the  book  are:  Elizabeth  Arliss,  James  D.  Bennett,  Wil- 
liam O.  Doherty,  Jerrold  Hickey,  Muriel  Kennedy,  John  L. 
Lawler,  Nancy  Mason,  Eunice  G.  Merritt,  Charles  E.  Noyes, 
Helen  A.  Williams,  and  H.  T.  Winton. 

Finally,  I  want  to  acknowledge  my  continuing  indebtedness  to 
my  first  boss,  the  late  A.  P.  Richardson,  formerly  the  Institute's 
secretary  and  editor,  who  wrote  the  first  book  on  accounting 
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ethics  published  in  this  country,  The  Ethics  of  a  Profession 

(1930- 

It  may  be  too  much  to  hope  that  anyone  will  read  this  book  in 

its  entirety.  Everyone  has  too  much  to  read,  and  the  book,  ad- 
mittedly, is  designed  partly  as  a  reference  work.  But  I  would  feel 
richly  rewarded  if  some  practicing  CPAs,  particularly  the 
younger  ones,  would  read  at  least  the  first  four  chapters,  and,  if 
their  stamina  is  sufficient,  Chapters  5,  6,  and  7.  Also  I  nourish 
the  secret  hope  that  some  accounting  teachers  will  force  their 
students  to  read  the  whole  book. 

JOHN   L.    CAREY 

New  York,  June  1,  1956. 
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General  Principles  of  Ethics 


Chapter  i 

PROFESSIONAL     ETHICS 

AND     THE     PUBLIC     INTEREST 


PROFESSIONAL  ethics  form  a  small  part  of  a  complex  sys- 
tem of  discipline  which  civilized  society  has  imposed  on 
itself  through  laws,  customs,  moral  standards,  social  etiquette- 
rules  of  many  kinds,  enforced  in  many  ways.  Discipline  is  neces- 
sary, if  people  are  to  live  closely  in  large  numbers,  to  restrain 
the  predatory  instincts  with  which  man  is  born. 

The  assurance  that  such  discipline  exists  is  the  basis  of  man's 
faith  in  his  fellow  man,  which,  despite  frequent  disappoint- 
ments, is  essential  to  continuation  of  the  highly  involved  eco- 
nomic structure  which  now  supports  most  of  the  population  of 
the  western  world. 


Sec.    1  —  PURPOSES   OF    PROFESSIONAL   ETHICS 

A  code  of  professional  ethics  signifies  voluntary  assumption  of 
the  obligation  of  self-discipline  above  and  beyond  the  require- 
ments of  the  law.  It  thus  serves  the  highly  practical  purpose  of 
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notifying  the  public  that  the  profession  intends  to  do  a  good 
job  in  the  public  interest.  In  effect,  the  existence  of  the  code 
proclaims  that  in  return  for  the  faith  which  the  public  reposes 
in  members  of  the  profession,  they  accept  certain  obligations 
to  behave  in  a  way  that  will  be  beneficial  to  the  public. 

The  ethical  code  also  serves  the  purpose  of  providing  mem- 
bers of  the  profession  with  guides  to  the  type  of  behavior  which 
the  historical  experience  of  the  group  as  a  whole  has  indicated 
is  most  likely  to  attract  the  confidence  of  the  public. 

A  code  of  ethics  is  therefore  a  practical  working  tool.  It  is  as 
necessary  to  a  professional  practitioner  as  his  theoretical  princi- 
ples and  technical  procedures.  Without  a  system  of  professional 
ethics  he  would  be  incomplete. 

When  people  need  a  doctor,  or  a  lawyer,  or  a  certified  public 
accountant,  they  seek  someone  whom  they  can  trust  to  do  a  good 
job— not  for  himself,  but  for  them.  They  have  to  trust  him,  since 
they  cannot  appraise  the  quality  of  his  "product."  To  trust  him 
they  must  believe  that  he  is  competent,  and  that  his  primary 
motive  is  to  help  them. 

That  is  why  professions  are  distinguished  from  businesses, 
and  why  professional  men  enjoy  special  prestige. 

Professional  men  and  women  are  accepted  as  persons  highly 
skilled  in  some  science  or  art,  who  desire  to  minister  to  others 
—who  want  to  serve  the  public,  and  who  place  service  ahead 
of  personal  gain.  If  they  were  not  regarded  in  this  light  they 
would  have  no  patients  or  clients.  Who  would  engage  a  doctor, 
or  a  lawyer,  or  a  certified  public  accountant  who  was  known 
to  put  personal  rewards  ahead  of  service  to  his  patient  or 
client?  How  could  anyone  know  whether  to  take  his  advice  or 
not?  If  the  practitioner  were  mainly  interested  in  selling  his 
services  and  building  up  fees,  he  might  be  expected  to  keep  his 
patients  sick,  or  keep  his  client  in  litigation,  or  extend  his  ex- 
amination of  the  client's  accounts  beyond  the  necessary  scope. 
Who  would  engage  such  a  man? 

Not  only  must  people  believe  that  the  professional  man  will 
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not  take  advantage  of  them  financially,  but  also  that  they  can 
safely  entrust  him  with  their  most  private  and  vital  affairs.  He 
must  be  regarded  as  a  man  of  character.  He  must  act  in  a  way 
that  strengthens  their  confidence.  He  must  display  a  professional 
attitude  toward  his  work. 

A  professional  attitude  must  be  learned.  It  is  not  a  natural 
gift.  It  is  natural  to  be  selfish— to  place  personal  gain  ahead  of 
service.  That  is  precisely  why  the  people  as  a  whole  honor  the 
relatively  few— like  professional  men  and  other  true  public 
servants,  who  have  disciplined  themselves  to  follow  the  nobler 
course.  The  rules  of  ethics  are  guides  to  right  action,  to  action 
that  will  develop  the  professional  attitude,  and  thus  deserve 
public  confidence. 

Public  confidence  may  be  even  more  important  to  a  certified 
public  accountant  than  to  other  professional  men.  The  CPA 
must  have  not  only  the  confidence  of  those  who  become  his 
clients,  but  also  the  confidence  of  those  who  rely  on  his  reports. 
His  service  may  be  of  little  value  to  a  client  if  a  bank  will  not 
have  faith  in  his  report.  And  the  bank,  or  the  credit  agency,  or 
the  government  agency,  or  other  ''third  parties"  who  may  rely 
on  the  report,  will  have  faith  in  it  only  if  they  believe  that  the 
CPA  feels  a  responsibility  to  look  out  for  their  interests,  as  well 
as  the  client's. 

Since  all  the  multitude  of  third  parties  who  may  rely  on  the 
reports  of  certified  public  accountants  are  not  likely  to  know  the 
CPAs  personally,  this  means  that  they  must  have  confidence  in 
CPAs  as  such— in  the  accounting  profession  generally— as  men 
who  can  be  trusted  to  do  a  good  job  for  all  concerned. 


Sec.    2  —  USEFULNESS   OF   PROFESSIONAL  ETHICS 

So  the  Rules  of  Professional  Conduct  of  the  accounting  profes- 
sion serve  practical  as  well  as  moral  and  idealistic  purposes: 

i.  They  show  the  practitioner  how  to  maintain  a  professional 
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attitude  which  experience  indicates  will  help  him  to  suc- 
ceed. 

2.  They  give  clients  and  potential  clients  a  basis  for  confi- 
dence that  CPAs  sincerely  desire  to  serve  them  well,  and 
place  service  ahead  of  reward. 

3.  They  give  third  parties  who  may  rely  on  financial  state- 
ments a  basis  for  confidence  that  the  CPA  has  done  his 
work  in  conformity  with  objective  standards,  and  is  in- 
dependent in  expressing  his  opinion. 


SeC.   3  — IDEALS,  ETHICS  AND  RULES  OF   CONDUCT 

The  terms  "code  of  professional  ethics"  and  "rules  of  profes- 
sional conduct"  are  used  interchangeably,  and  they  mean  the 
same  thing. 

This  sometimes  causes  confusion,  because  the  word  "ethics" 
in  general  usage  means  the  philosophy  of  human  conduct  with 
emphasis  on  "right"  and  "wrong,"  which  are  moral  questions. 

"Professional  ethics"  do  not  necessarily  involve  moral  ques- 
tions, although  morality  is  certainly  involved  in  some  of  them. 
For  example,  there  is  nothing  immoral  in  truthful  advertising, 
but  it  is  unethical  for  physicians,  lawyers  and  certified  public 
accountants  to  advertise  their  professional  services,  no  matter 
how  truthfully. 

But  rules  of  professional  ethics  are  sometimes  challenged  be- 
cause of  the  mistaken  idea  that  they  are  valid  only  if  they  reflect 
moral  concepts  commonly  associated  with  the  word  "ethics." 

Actually  the  professions  have  borrowed  the  word  "ethics" 
from  general  usage  and  have  applied  it  in  the  narrowed  sense  of 
the  basic  principles  of  right  action  for  members  of  the  profession 
concerned. 

"Right  action"  for  a  professional  man  will  naturally  embrace 
conformity  with  moral  concepts,  but  will  also  include  observ- 
ance of  rules  designed  for  practical  as  well  as  idealistic  purposes. 
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"Ideals"  are  standards  conceived  as  perfect,  not  yet  attained, 
perhaps  even  unattainable.  Ideals  are  goals.  They  are  not  en- 
forceable by  rules. 

A  code  of  professional  ethics  may  be  designed  in  part  to  en- 
courage aspiration  to  ideal  behavior  insofar  as  such  behavior 
seems  "right  action"  for  members  of  the  profession  concerned. 
But  basically  such  a  code  is  intended  to  be  enforceable.  It  should 
be  at  a  higher  level  than  the  law,  but  it  must  be  at  a  lower  level 
than  the  ideal.  It  is  a  practical  working  tool. 

"Professional  ethics,"  therefore,  may  be  regarded  as  a  mixture 
of  moral  and  practical  concepts,  with  a  sprinkling  of  exhorta- 
tion to  ideal  conduct,  designed  to  evoke  "right  action"  on  the 
part  of  members  of  the  profession  concerned— all  reduced  to 
rules  which  are  intended  to  be  enforceable,  to  some  extent  at 
least,  by  disciplinary  action. 

The  American  Medical  Association  calls  its  code  of  ethics 
"Principles  of  Medical  Ethics."  The  American  Bar  Association 
uses  the  term  "Canons  of  Professional  Ethics"  ("canons"  is  a 
more  solemn  word  for  "rules").  The  American  Institute  of 
Accountants  has  adopted  "Rules  of  Professional  Conduct."  All 
deal  with  similar  subject  matter. 

These  differences  in  nomenclature  indicate  the  mixture  of 
conceptual  materials  which  make  up  the  guides  to  proper 
professional  behavior. 


Sec.   4  — ORIGIN   OF  RULES  OF   CONDUCT  OF  THE 
ACCOUNTING   PROFESSION 

Where  do  these  rules  originate?  In  the  American  Institute  of 
Accountants,  the  national  organization  of  certified  public  ac- 
countants; in  state  societies  of  certified  public  accountants;  and 
in  state  boards  of  accountancy  in  thirty-two  states  and  territories 
where  such  rules  have  been  promulgated  under  authority  of  law. 
While  not  identical,  the  rules  of  these  various  bodies  are  similar. 
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The  basic  principles  are  the  same,  though  the  form,  arrange- 
ment and  extent  of  coverage  may  differ.  The  rules  of  the  Insti- 
tute govern  the  professional  conduct  of  a  greater  number  of 
certified  public  accountants  than  those  of  any  other  accounting 
organization  (since  the  AIA  is  the  national  body),  and  these 
rules  are  also  more  widely  known  outside  the  profession.  They 
have  been  adopted  in  whole  or  in  part  by  many  of  the  state  so- 
cieties. Consequently,  in  this  book,  the  Institute's  rules  will  be 
the  principal  basis  of  discussion. 


Sec.   5  —  EVOLUTION   OF   RULES 

These  rules  have  developed  by  evolutionary  processes  over  a 
period  of  more  than  forty  years.  They  did  not  spring  full-blown 
from  the  mind  of  any  individual.  They  are  the  product  of  thou- 
sands of  minds,  guided  by  the  experience  of  decades.  Many  of 
them  were  adopted  as  the  result  of  incidents  which  were  consid- 
ered unfortunate,  though  not  previously  prohibited  in  specific 
terms.  Many  important  ethical  questions  are  not  yet  covered  in 
the  official  rules. 

Growth  and  change  are  therefore  characteristic  of  rules  of 
professional  conduct.  As  the  practice  of  accounting  becomes 
more  widespread,  more  varied  and  more  complex,  ethical 
questions  arise  which  had  not  arisen  before.  Some  of  the  older 
ethical  principles  may  become  less  important  and  some  of  the 
newer  more  important. 

Patterns  of  ethical  concepts  change  as  a  profession  develops. 
Existing  rules  have  been  modified  and  elaborated  on  a  number 
of  occasions. 

The  ethical  codes  of  the  medical  and  legal  professions  have 
developed  in  the  same  way. 

Ethical  concepts  are  not  fixed,  final  or  precise.  They  reflect 
the  experience  of  a  group,  and  the  sense  of  responsibility  which 
it  has  developed  up  to  a  given  point  in  time. 
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Sec.  6  —  ENFORCEMENT  OF  RULES 

Professional  Societies.  The  Institute's  Rules  of  Professional 
Conduct  derive  their  authority  from  the  by-laws  of  the  Institute, 
which  provide  that  the  Trial  Board  may  admonish,  suspend,  or 
expel  a  member  who  is  found  guilty,  after  a  hearing,  of  infring- 
ing any  of  the  by-laws,  including  commission  of  "an  act  dis- 
creditable to  the  profession,"  or  of  infringing  any  of  "the  Rules 
of  Professional  Conduct  as  approved  by  the  Council."  Publica- 
tion of  the  respondent's  name  in  the  official  statement  of  the  case 
is  discretionary  with  the  Trial  Board.  It  should  be  emphasized 
that  any  act  held  to  be  discreditable  to  the  profession,  not  only 
violation  of  a  specific  rule,  may  be  grounds  for  discipline.  In 
other  words,  while  the  rules  enumerate  many  prohibited  acts, 
they  do  not  purport  to  be  all-inclusive,  and  a  member  is  under 
obligation  to  exercise  his  judgment  and  his  conscience  in  doubt- 
ful areas  not  covered  by  the  rules. 

The  state  societies  of  certified  public  accountants  enforce 
their  rules  generally  as  the  Institute  does.  Expulsion,  suspen- 
sion, or  reprimand  are  the  penalties  for  violations. 

Effectiveness  of  Societies'  Rules.  Critics  have  pointed  out 
that  a  CPA  may  be  expelled  from  a  professional  society,  but 
continue  in  practice  in  defiance  of  its  rules.  This  may  be  true, 
but  experience  shows  that  few  practitioners  will  expose  them- 
selves to  the  humiliation  of  disciplinary  proceedings,  and  prob- 
able impairment  of  their  professional  reputations,  if  they  can 
help  it.  "Social  pressure"  is  probably  the  strongest  disciplinary 
force.  The  deterrent  effect  of  the  rules  of  the  professional  so- 
cieties has  been  demonstrated  to  be  very  powerful. 

State  Laws.  But  what  about  certified  public  accountants  who 
do  not  become  members  of  any  professional  society?  In  thirty- 
two  states  and  territories  state  boards  of  accountancy,  under 
authority  of  law,  have  promulgated  and  enforce  rules  of  pro- 
fessional conduct.  In  these  states  a  CPA  certificate  may  be  sus- 
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pended  or  revoked  for  violation  of  the  rules.  This  is,  of  course, 
an  even  stronger  deterrent  than  the  possibility  of  expulsion 
from  a  society. 

Legally  enforceable  rules  of  conduct  exist  in  19  states  hav- 
ing so-called  "regulatory"  laws,  in  which  neither  a  certified 
public  accountant  nor  a  public  accountant  may  practice  without 
a  license.  In  these  states  ethical  violations  may  result  in  loss  of 
the  license  to  practice.  Among  states  having  so-called  "permis- 
sive" laws,  where  anyone  may  practice  as  a  public  accountant 
without  regulation,  but  only  those  who  qualify  as  certified 
public  accountants  may  use  that  title,  thirteen  laws  make  pro- 
vision for  rules  of  conduct  applicable  to  certified  public  account- 
ants, and  in  these  states  ethical  violations  may  result  in  loss  of 
the  CPA  certificate.  All  state  laws  provide  for  suspension  or 
revocation  of  CPA  certificates  and  licenses  to  practice,  where 
such  licenses  exist,  for  felony,  fraud,  false  or  misleading  state- 
ments, and  similar  gross  offenses. 

Since  the  populous  states  of  New  York,  California,  Pennsyl- 
vania, Ohio,  Texas,  Michigan,  New  Jersey,  Massachusetts  and 
Missouri,  in  addition  to  twenty-three  others,  now  have  legally 
enforceable  rules  of  conduct,  it  is  clear  that  by  far  the  greater 
part  of  the  country's  CPA  population  is  subject  to  such  rules. 
It  may  be  hoped  that  before  long  this  will  be  true  in  all  states. 

Treasury  Department.  Enrollment  of  certified  public  ac- 
countants to  practice  before  the  Treasury  Department  as  "en- 
rolled agents"  may  be  suspended  or  revoked  for  failure  to  con- 
form with  the  "ethical  standards  of  the  accounting  profession,"* 
as  well  as  for  violation  of  specific  rules  of  conduct  to  which  the 
Treasury  Department  requires  its  enrolled  agents  and  attorneys 
to  conform. 

Securities  and  Exchange  Commission.  The  Securities  and 
Exchange  Commission  may  also  take  disciplinary  action  against 
CPAs  who  do  not  possess  the  "requisite  qualifications  to  repre- 
sent others"  or  who  are  "lacking  in  character  or  integrity"  or 

*Sec.  io.2(z)  of  Treasury  Department  Circular  230  (31  C.F.R.  io.2(z)). 
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who  "have  engaged  in  unethical  or  improper  professional  con- 
duct."* The  Commission  will  not  accept  financial  statements 
containing  opinions  of  certified  public  accountants  or  public 
accountants  who  are  not  "independent"  as  provided  in  its 
rules.f  Independence  is  an  important  ethical  concept  in  profes- 
sional accounting. 

Institute  Proposal  to  Improve  Enforcement.  The  Institute's 
committee  on  professional  ethics,  in  a  report  to  Council  in 
October  1955,  raised  the  question  as  to  the  advisability  of 
exploring  methods  for  collaborating  with  government  agencies, 
credit  grantors,  state  societies  and  others,  to  ascertain  instances 
of  noncompliance  with  the  Institute's  Rules  of  Professional  Con- 
duct. This  proposal  is  receiving  further  study. 

Progress  in  Enforcement.  Tremendous  progress  has  been 
made  in  developing  adequate  enforcement  machinery  to  induce 
compliance  with  the  rules  of  conduct  of  the  accounting  profes- 
sion. 

The  public  interest  is  better  protected  against  abuses  of 
confidence  reposed  in  the  accounting  profession  than  the  public 
has  yet  learned  to  know. 

*Rule  II  (e),  Rules  of  Practice,  Securities  and  Exchange  Commission. 
fRule  2-01,  Regulation  S-X. 


Chapter  2 

PROFESSIONAL     COMPETENCE 


THE  public  expects  three  things  from  anyone  who  holds 
himself  out  as  a  qualified  member  of  a  recognized  profes- 
sion—competence, responsibility  and  a  desire  to  serve  the  public. 

Competence,  in  this  context,  denotes  mastery  of  a  field  of 
technical  subject  matter  requiring  advanced  intellectual  train- 
ing. Responsibility  embraces  the  ideas  of  integrity  and  inde- 
pendence. Acceptance  of  the  obligation  to  serve  the  public  is 
reflected  in  the  professional  attitude. 

Rules  of  professional  conduct  deal  extensively  with  matters 
that  relate  to  professional  responsibility  and  the  professional 
attitude.  They  do  not  have  so  much  to  say  about  competence. 
The  rules  of  the  American  Institute  of  Accountants  are  silent 
on  the  subject  of  competence  in  general,  although  Rule  Num- 
ber 5  does  require  adherence  to  accepted  standards  of  accounting 
and  auditing. 
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Sec.   7  —  COMPETENCE  AN  ETHICAL  OBLIGATION 

Yet  it  seems  a  basic  ethical  obligation  that  a  certified  public 
accountant  should  not  render  service  which  he  is  not  competent 
to  render.  The  client,  not  being  versed  in  the  technique  of 
accounting,  has  no  way  of  evaluating  the  competence  of  the 
practitioner.  He  must  depend  on  the  certified  public  account- 
ant, therefore,  to  do  a  workmanlike  job  or  to  refer  him  to 
someone  who  can. 

As  a  matter  of  fact,  there  is  a  fundamental  principle  of  law 
which  establishes  the  requirement  of  competence.  Cooley's 
Torts*  says: 

In  all  those  employments  where  peculiar  skill  is  requisite,  if 
one  offers  his  services  he  is  understood  as  holding  himself  out 
to  the  public  as  possessing  the  degree  of  skill  commonly  pos- 
sessed by  others  in  the  same  employment,  and  if  his  pretensions 
are  unfounded,  he  commits  a  species  of  fraud  upon  every  man 
who  employs  him  in  reliance  on  his  public  profession. 

As  a  matter  of  ethics,  professional  practitioners  may  reason- 
ably be  expected  to  carry  this  principle  beyond  the  minimum 
limits  of  a  rule  of  law. 

A  certified  public  accountant  may  have  "the  degree  of  skill 
commonly  possessed  by  others  in  the  same  employment,"  but 
this  does  not  mean  that  he  may  properly  accept  an  engagement 
in  an  area  unfamiliar  to  him,  requiring  knowledge,  experience 
or  skill  which  he  does  not  possess,  even  though  many  other 
CPAs  have  competence  in  the  area.  This  principle  becomes 
more  important  as  the  scope  of  accounting  practice  steadily 
widens. 

The  legal  profession  has  recognized  this  ethical  principle. 

*3  Cooky,  Torts  (4th  ed.),  1932,  page  335. 
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In  the  book  Legal  Ethics,*  an  appendix  reproduces  David 
Hoffman's  ''Fifty  Resolutions  in  Regard  to  Professional  De- 
portment." Resolution  XX  says: 

Should  I  not  understand  my  client's  cause  after  due  means  to 
comprehend  it,  I  will  retain  it  no  longer,  but  honestly  confess 
it,  and  advise  him  to  consult  others,  whose  knowledge  of  the 
particular  case  may  probably  be  better  than  my  own. 

The  author  also  quotes  George  W.  Warvelle  as  follows: 

A  lawyer  should  not  presume  to  undertake  professional  em- 
ployment for  which  he  is  not  reasonably  competent,  but  should 
recommend  or  at  least  associate  a  specialist.f 


Sec.   8  —  APPLYING  THE   CONCEPT  OF   COMPETENCE 

Of  course,  a  rule  of  reason  must  prevail. 

Any  certified  public  accountant,  who  has  had  the  conven- 
tional professional  education  and  has  passed  the  uniform  CPA 
examination,  has  a  foundation  of  competence.  As  he  performs 
successive  engagements,  he  will  encounter  unfamiliar  questions 
with  which  he  can  make  himself  competent  to  deal  by  research, 
study  or  consultation  with  more  experienced  practitioners. 
Thus  his  own  competence  will  continually  improve. 

But  if  he  should  be  invited  to  do  a  kind  of  work  which  is  quite 
unfamiliar,  or  if  he  is  confronted  by  a  problem  which  he  fears 
is  beyond  his  capacity,  he  should  ask  himself  whether,  in  the 
time  available,  he  can  equip  himself  for  the  particular  task  by 
study  and  consultation,  or  whether  in  fact  the  matter  is  so  far 
beyond  his  grasp  that  he  would  serve  his  client  better  to  suggest 
the  engagement  of  someone  better  qualified  in  this  field. 

♦Henry  S.  Drinker,  Legal  Ethics,  Columbia  University  Press,  1953,  page  342. 
fldem,  page  139. 
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Sec.   9  —  SPECIALIZATION  AND   REFERRAL 

As  the  accounting  profession  grows  and  the  scope  of  practice 
broadens  in  response  to  the  needs  of  business,  there  is  already 
evidence  that  specialization  will  increase.  This  has  been  the 
history  of  older  professions,  notably  medicine.  The  general 
practitioner  deals  with  all  the  ordinary  ailments  of  his  patients. 
He  keeps  himself  abreast  of  developments  in  all  phases  of  medi- 
cine and  surgery.  When  he  diagnoses  a  malady  which  he  believes 
requires  skill  he  does  not  possess,  he  is  likely  to  suggest  consulta- 
tion with  a  specialist.  He  can  be  confident  that  the  specialist 
will  not  replace  him  as  the  regular  family  physician. 

The  Principles  of  Medical  Ethics  of  the  American  Medical 
Association  include  a  whole  series  of  precepts  on  the  "Duties 
of  Physicians  in  Consultation." 

In  "a  case  of  serious  illness,  especially  in  doubtful  or  difficult 
conditions,"  the  physician  should  request  consultation. 

The  patient's  benefit  is  of  first  importance.  A  consultant 
should  be  candid,  punctual,  tactful,  considerate  of  the  "physician 
in  charge"— that  is,  the  physician  who  called  him  in. 

The  consultant  should  advise  the  physician  in  charge  of  the 
results  of  the  consultant's  investigation.  When  they  exchange 
opinions,  each  must  regard  the  opinion  of  the  other  as  confi- 
dential. They  should  discuss  the  course  to  be  followed. 

The  physician  in  charge  is  responsible  for  treatment  of  the 
patient.  Except  in  emergency,  a  consultant  should  not  exercise 
authority  without  the  consent  of  the  physician  in  charge. 

If  disagreement  occurs,  another  consultant  should  be  called, 
or  the  differing  consultant  should  withdraw. 

When  a  physician  has  acted  as  consultant  in  an  illness,  he 
should  not  become  the  "physician  in  charge,"  except  with  the 
consent  of  the  physician  who  was  in  charge  at  the  time  of  the 
consultation. 
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While  some  accounting  firms,  both  large  and  small,  have 
worked  together  on  engagements  in  this  manner  to  the  complete 
satisfaction  of  all  concerned,  this  type  of  consultation  or  referral 
is  not  yet  common  among  CPAs.  Perhaps  its  infrequency  is  due 
to  fear  that  the  specialist  may  replace  the  general  practitioner 
and  thenceforth  render  the  regular,  recurring  accounting  serv- 
ices needed  by  the  client.  If  there  is  any  basis  for  this  fear, 
something  should  be  done  to  remove  it.  Common  decency 
should  prevent  any  certified  public  accountant  to  whom  a 
special  engagement  is  referred  by  a  fellow  practitioner  from 
accepting  work  from  the  client  which  in  the  past  had  been  per- 
formed by  the  original  practitioner.  But  perhaps  it  would  be 
well  to  have  a  specific  rule  of  conduct  on  this  subject,  prohibit- 
ing a  certified  public  accountant  called  in  as  a  specialist  from 
accepting  any  professional  work  formerly  performed  by  the 
CPA  who  had  recommended  the  specialist,  except  with  the 
consent  of  the  original  CPA. 

If  the  client  is  so  pleased  with  the  work  of  the  specialist  that 
he  would  like  to  turn  over  all  his  accounting  work  to  him,  the 
specialist  should  explain  that  he  is  in  honor  bound  not  to  take 
advantage  of  the  circumstances  by  displacing  his  colleague  with- 
out the  consent  of  the  latter.  If  this  consent  be  not  forthcoming, 
the  client  will  be  free  to  find  some  other  certified  public  ac- 
countant to  serve  him. 


Sec.  10  —  "group  competence"  of  firms 

Competence  may  be  attributed  to  accounting  firms  (partner- 
ships) as  well  as  to  individuals.  It  is  common  for  partners  of  a 
firm  to  specialize  in  different  kinds  of  work:  one,  for  example,  in 
auditing,  one  in  systems,  and  one  in  taxes.  The  firm  may  prop- 
erly accept  engagements  with  which  any  one  of  its  partners  is 
competent  to  deal,  applying  the  idea  of  consultation  and  refer- 
ral within  the  firm  itself. 


Professional  Competence 


Sec.    1 1  —  EMPLOYMENT  OF   SPECIALISTS 


The  question  has  arisen  whether  a  firm  may  increase  the  scope 
of  its  competence  by  employing  specialists  as  members  of  its 
staff.  There  is  no  authoritative  pronouncement  on  this  subject. 
Some  CPAs  believe,  however,  that  since  partners  must  assume 
professional  responsibility  for  all  the  work  done  by  their  em- 
ployees, an  accounting  firm  ought  not  to  accept  an  engagement 
to  be  performed  by  a  specialist  employed  as  a  member  of  its  staff 
unless  at  least  one  of  the  partners  is  competent  to  evaluate  the 
staff  member's  work  and  exercise  general  supervisory  control. 

This  question  is  of  particular  interest  as  it  applies  to  the  ex- 
panding field  of  management  services.  Some  accounting  firms 
employ  engineers,  experts  in  time-and-motion  studies,  and 
other  specialists  to  meet  the  demands  of  their  clients  for  man- 
agement services  which  naturally  grow  out  of  the  regular 
accounting  work.  There  seems  nothing  wrong  with  this,  if  at 
least  one  partner  of  the  firm  is  competent  to  supervise  and 
evaluate  the  work  of  each  of  the  employee  specialists  so  that  the 
firm  is  truly  accepting  professional  responsibility  for  the  results. 
But  there  might  be  an  ethical  question  if  an  accounting  firm 
employed  a  man  who  was  expert  in  a  field  in  which  none  of 
the  partners  was  professionally  competent,  and  instructed  him 
to  render  services  for  which  the  firm  received  fees,  but  which 
none  of  the  partners  was  able  to  evaluate  or  supervise. 


Sec.    12 —EMPLOYMENT  OF   LAWYERS 

Spokesmen  for  bar  associations  have  challenged  the  propriety 
of  employment  of  lawyers  as  members  of  the  staffs  of  accounting 
firms.  They  contend  that  it  is  illegal  for  anyone  not  a  lawyer  to 
practice  law.  If  a  lawyer  employed  by  an  accounting  firm  were 
permitted  to  hold  himself  out  as  a  lawyer,  or  render  to  clients 
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of  the  firm  services  which  only  lawyers  were  authorized  to 
render,  the  firm  might  be  accused  of  selling  legal  services  in 
effect,  and  could  be  charged  with  unauthorized  practice  of  law. 

There  seems  to  be  no  good  reason,  however,  why  a  person 
who  is  a  member  of  the  bar  should  not  be  employed  as  a  member 
of  the  staff  of  an  accounting  firm  if  he  does  not  hold  himself  out 
as  a  lawyer  or  render  any  services  to  clients  of  the  firm  which 
his  employers  are  not  authorized  to  render.  In  such  circum- 
stances it  may  be  presumed  that  persons  who  hold  law  degrees, 
and  may  be  members  of  the  bar,  employed  on  the  staffs  of  ac- 
counting firms,  intend  to  practice  accounting,  and  ultimately  to 
qualify  for  the  CPA  certificate.  Many  men  with  degrees  in 
engineering,  economics,  business  administration  and  other  dis- 
ciplines, as  well  as  law,  have  become  certified  public  accountants 
and  entered  the  practice  of  accounting. 

The  Institute's  committee  on  professional  ethics  is  giving 
study  to  the  question  whether  a  new  rule  of  professional  conduct 
should  be  adopted  which  would  have  the  effect  of  prohibiting 
persons  employed  by  accounting  firms  from  rendering  any 
service  a  certified  public  accountant  is  not  permitted  to  render. 
There  is  some  question  whether  such  a  rule  is  necessary,  but  it 
might  be  desirable  as  a  guide  to  the  few  who  might  not  other- 
wise recognize  the  proper  limitation. 


SeC.    13  — PARTNERSHIPS  WITH   NON-CPA  SPECIALISTS 

Ethical  questions  also  arise  with  respect  to  the  admission  of 
specialists  who  are  not  CPAs  to  a  partnership  of  certified  public 
accountants.  Rule  Number  3,*  which  deals  with  fee  splitting, 
effectively  prohibits  partnerships  with  "laymen." 

This  has  not,  however,  been  held  to  prevent  partnerships  of 
CPAs  with  noncertified  public  accountants.  Whether  the  term 

*See  page  83. 
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"laymen"  is  intended  to  include  lawyers  and  engineers,  for 
example,  is  not  clear.  Some  aspects  of  this  question  are  receiv- 
ing study  by  the  Institute's  committee  on  professional  ethics. 
Important  ethical  considerations  other  than  the  question  of 
competence  are  involved  in  this  subject,  however,  and  it  will  be 
discussed  at  greater  length  in  the  sections  on  professional  fees 
and  division  of  fees  with  the  laity.* 


Sec.    14  —  COMPLIANCE   WITH   CONCEPT  OF   COMPETENCE 

To  sum  up,  while  there  is  as  yet  no  authoritative  pronounce- 
ment on  the  subject,  it  seems  reasonable  to  suggest  that  a  certi- 
fied public  accountant  should  not  render  services  which  he  is 
not  competent  to  render,  and  that  a  firm  of  certified  public 
accountants  should  not  render  services  which  its  partners  are 
not  permitted  to  render,  or  services  which  no  partner  is  com- 
petent to  supervise  and  evaluate.  Admittedly,  a  determination 
of  competence  must  be  subjective.  All  practitioners  and  all 
firms  must  decide  what  their  limitations  are.  Doubts  should  be 
resolved  in  the  best  interest  of  the  client  and  the  public. 

Competence  will  naturally  increase  both  in  breadth  and  depth 
as  a  natural  result  of  experience  and  study.  A  certified  public 
accountant  need  not  refuse  an  engagement  simply  because  he 
knows  that  some  other  practitioner  might  do  it  better,  as  long 
as  he  feels  that  he  can  do  it  with  reasonable  competence;  that  is, 
do  a  workmanlike  job. 

An  honest  concern  for  the  client's  best  interests  will  usually 
suggest  when  it  is  desirable  to  advise  consultation  or  collabora- 
tion, or  engagement  of  another  practitioner  for  a  special  pur- 
pose. 


♦See  Sec.  45,  page  83,  and  Sec.  87  ff.,  page  171  ff. 


Chapter  3 

INDEPENDENCE 
AND     INTEGRITY 


IN  addition  to  competence,  an  essential  characteristic  of  a 
professional  man  is  the  assumption  of  responsibility.  The 
law  imposes  responsibilities  upon  all  professional  practition- 
ers,* but  their  ethical  responsibilities  go  much  further  than  the 
law  requires. 

The  foundations  of  ethical  responsibility  are  independence 
and  integrity,  and  in  this  context  these  two  words  are  practically 
synonymous. 


Sec.    15  — INDEPENDENCE   IN   THE   BROAD   SENSE 

Independence,  in  the  sense  of  being  self-reliant,  not  subor- 
dinate, is  essential  to  the  practice  of  all  professions.  It  is  a  part 

*Saul  Levy,  Accountants'  Legal  Responsibility,  American  Institute  of  Account- 
ants, 1954. 


20 


2i         Independence  and  Integrity 

of  professional  integrity.  No  self-respecting  physician,  lawyer 
or  certified  public  accountant  will  subordinate  his  professional 
judgment  to  that  of  the  client  or  anyone  else.  It  is  part  of  his 
professional  duty  to  assume  responsibility  for  the  advice,  the 
opinions,  and  the  recommendations  which  he  offers,  and  he 
cannot  shift  this  responsibility.  If  his  patients  or  clients  do  not 
like  his  advice,  the  practitioner  may  regret  it;  but  no  one  would 
condone  his  changing  his  honest  opinion  in  order  to  avoid  giv- 
ing offense  or  to  secure  his  fee. 

In  all  phases  of  his  work— auditing,  tax  practice,  and  manage- 
ment services— the  certified  public  accountant  must  be  inde- 
pendent in  this  general  sense  of  the  word.  If  he  subordinated 
his  professional  judgment  to  the  views  of  clients,  government 
agencies,  bankers,  or  anyone  else,  he  would  soon  come  to  be 
considered  not  worth  his  salt. 


Sec.    l6 —  INDEPENDENCE   IN   EXPRESSING  OPINIONS 
ON  FINANCIAL  STATEMENTS 

But  independence  has  come  to  have  a  special  meaning  to  certi- 
fied public  accountants  in  conjunction  with  auditing  and 
expressing  opinions  on  financial  statements.  Here  independence 
has  come  to  be  almost  a  "term  of  art."  The  reason  is  that  in- 
vestors, credit  grantors,  prospective  purchasers  of  businesses, 
regulatory  agencies  of  government,  and  others  may  rely  on  a 
certified  public  accountant's  opinion  that  financial  statements 
fairly  reflect  the  financial  position  and  results  of  operations  of 
the  enterprise  which  he  has  audited.  It  is  most  important  that 
the  CPA  not  only  shall  refuse  to  subordinate  his  judgment  to 
that  of  others  but  that  he  be  independent  of  any  self-interest 
which  might  warp  his  judgment  even  subconsciously  in  report- 
ing whether  or  not  the  financial  position  and  net  income  are 
fairly  presented.  Independence  in  this  context  means  objectivity 
or  lack  of  bias  in  forming  delicate  judgments. 
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Sec.    17  — SEC  RULE   ON   INDEPENDENCE 

The  Securities  Act  of  1933  and  the  Securities  Exchange  Act  of 
1934  provided  that  financial  statements  included  in  registration 
statements  filed  under  these  Acts  be  "certified  ...  by  an  in- 
dependent public  or  certified  accountant." 

It  became  necessary  for  the  Securities  and  Exchange  Commis- 
sion, charged  with  the  administration  of  these  Acts,  to  determine 
the  meaning  of  "independent"  as  used  in  the  statutes.  Ultimately 
the  Commission  adopted  the  following  rule:# 

(a)  The  Commission  will  not  recognize  any  certified  public 
accountant  or  public  accountant  as  independent  who  is  not 
in  fact  independent.  For  example,  an  accountant  will  not  be 
considered  independent  with  respect  to  any  person  in  whom 
he  has  any  substantial  interest,  direct  or  indirect,  or  with 
whom  he  is,  or  was  during  the  period  of  report,  connected  as 
a  promoter,  underwriter,  voting  trustee,  director,  or  em- 
ployee. 

(b)  In  determining  whether  an  accountant  is  in  fact  independ- 
ent with  respect  to  a  particular  registrant,  the  Commission 
will  give  appropriate  consideration  to  all  relevant  circum- 
stances including  evidence  bearing  on  all  relationships  be- 
tween the  accountant  and  that  registrant,  and  will  not  con- 
fine itself  to  the  relationships  existing  in  connection  with 
the  filing  of  reports  with  the  Commission. 

This  was  the  first  time  that  specific,  objective  standards  of 
independence  of  certified  public  accountants  had  been  estab- 
lished. Previously  it  had  been  assumed  that  independence  was 
a  state  of  mind,  and  that  any  lack  of  independence  would  be 
reflected  in  the  results  of  an  auditor's  work,  which  would  evi- 
dence whether  or  not  he  had  been  impartial  and  objective  in  the 
expression  of  his  opinion. 

But  the  Securities  and  Exchange  Commission,  as  an  arm  of 

*Rule  2-01,  Regulation  S-X. 
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the  government,  with  important  administrative  responsibility 
for  the  protection  of  investors,  did  not  feel  that  it  could  wait 
until  after  the  fact  to  decide  whether  an  accountant  was  or  was 
not  independent  in  certifying  the  financial  statement  of  a 
registrant.  It  was  natural  that  the  Commission  should  attempt 
to  set  up  objective  criteria  by  which  lack  of  independence  might 
be  determined  without  the  necessity  of  proving  "a  state  of 
mind." 

These  developments  focused  attention  on  the  question  of 
independence,  and  it  became  the  subject  of  articles  and  ad- 
dresses by  members  of  the  Commission  and  by  members  of  the 
accounting  profession  for  a  period  of  years. 


Sec.    l8  —  DO  TAX  AND  MANAGEMENT  SERVICES 
IMPAIR  INDEPENDENCE? 

All  this,  emphasis  on  independence  may  have  created  some  con- 
fusion in  the  minds  of  certified  public  accountants  themselves 
and  of  other  observers.  There  have  been  some  suggestions 
that  the  role  of  certified  public  accountants  as  independent 
auditors  may  be  inconsistent  with  other  types  of  professional 
service,  and  that  various  "relationships"  with  a  particular 
client— such  as  handling  tax  work,  or  rendering  management 
services— might  impair  the  CPA's  independence  as  auditor  of 
the  accounts  of  the  same  client. 

This  line  of  thinking  might  hamper  the  natural  and  proper 
expansion  of  certified  public  accountants'  services  to  the  econ- 
omy. Most  CPAs  render  a  variety  of  services  desired  by  and 
useful  to  clients  without  in  any  way  impairing  the  CPAs'  inde- 
pendent state  of  mind  in  expressing  opinions  on  the  financial 
statements. 

The  question  whether  "independence"  carries  over  to  work 
other  than  auditing  was  discussed  by  Marquis  G.  Eaton,  CPA,  of 
Texas,  in  an  article,  "What  is  an  Accountant?"  in  The  Journal 
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of  Accountancy,  February,  1955.  Mr.  Eaton  said  that  unresolved 
problems  of  ethics  are  arising,  and  that  to  date  the  profession's 
thinking  about  ethics  has  been  preoccupied  with  the  certified 
public  accountant's  role  of  auditor.  He  suggested  that  in  other 
accounting  work  the  standards  of  independence  appropriate  for 
an  independent  auditor  may  actually  limit  the  usefulness  of  his 
service  to  the  community. 

Mr.  Eaton  wrote,  in  part,  "Accounts  are  used  and  are  useful 
in  many  situations  in  which  the  unilateral  [independent] 
approach  is  not  the  intended  system  and  where  everyone  under- 
stands that  it  is  not.  .  .  .  Accounting  is  an  economic,  not  a 
mathematical,  science.  Its  results  are  characterized  by  opinion. 
Few  of  them  can  be  put  forward  as  ultimate,  indisputable  truth. 
Accounts  are  often  used  by  two  opposed  parties,  each  of  whom  is 
trying,  by  negotiation  or  otherwise,  to  prevail.  Examples  are 
controversies  between  the  citizen  and  his  government  in  income 
taxes,  and  some  disputes  between  management  and  labor." 

Mr.  Eaton  does  not  espouse  a  double  standard  of  conduct  for 
CPAs,  but  he  does  question  the  wisdom  of  uncritical  application 
of  the  ethics  of  auditing  to  other  work  where  this  may  be  neither 
possible  nor  desirable. 


Sec.  19  — "independence  versus  advocacy" 

An  interesting  exchange  of  comment  on  related  questions  oc- 
curred in  1955  when  Erwin  N.  Griswold,  Dean  of  the  Harvard 
Law  School,  in  an  address  before  the  American  Bar  Association, 
on  relations  between  lawyers  and  accountants  in  tax  practice, 
said,  in  part: 

The  accountant  has  many  functions.  One  of  them  is  to  set  up 
systems  of  accounts.  Another  is  to  carry  out  audits.  In  the  latter 
capacity,  the  accountant  is  usually  referred  to  as  the  "inde- 
pendent accountant."  He  puts  his  certificate  on  the  company's 
balance  sheets  and  published  reports;  and  investors  and  bank- 
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ers,  the  SEC  and  the  stock  exchange,  and  others,  rely  heavily 
on  the  accountant's  independent  judgment.  In  performing  this 
function,  the  accountant  acts  in  a  very  real  sense  judicially.  He 
must  decide  questions,  and  he  must  be  wholly  free  to  decide 
questions  against  his  client's  interest  if  his  investigation  and 
judgment  lead  him  to  that  conclusion. 

My  question  is  this,  and  it  bothers  me:  Can  this  independent 
quasi-judicial  function  be  properly  performed  by  a  person  who 
also  undertakes  to  act  as  advocate  for  the  client?  Suppose  the 
accountant  comes  to  the  client  and  says:  "I  think  I  can  get 
larger  depreciation  allowances  for  you."  What  then  does  he 
put  into  the  company's  published  accounts  to  which  he  adds 
his  signature?  Does  he  put  there  what  he  thinks  to  be  a  sound 
depreciation  allowance  or  what  he  thinks  he  can  get  the  Treas- 
ury to  allow?  Many  questions  of  this  sort  could  be  asked.  The 
accountants  have  an  important  function  in  being  independent 
examiners,  and  they  have  a  long  and  honorable  history  in  that 
work.  Is  this  function  really  consistent  with  their  acting  as 
advocates  for  their  clients  before  the  Treasury?  Perhaps  they 
are  able  to  rationalize  this  difficulty,  but  it  seems  to  me  that 
there  is  a  problem  here  which  requires  some  careful  thinking.* 

In  a  reply  to  Dean  Griswold's  address,  Maurice  H.  Stans,  then 
president  of  the  American  Institute  of  Accountants,  speaking 
before  the  annual  meeting  of  the  Institute,  had  the  following  to 
say  on  this  point: 

Dean  Griswold  raises  the  question  as  to  whether  the  position 
of  the  certified  public  accountant  in  certifying  financial  state- 
ments as  independent  auditor  can  be  reconciled  with  his  repre- 
sentation of  a  client  in  a  tax  matter. 

There  does  not  seem  to  me  to  be  any  real  difficulty  here.  The 
fact  that  a  CPA  presents  independent  findings  to  his  client  or 
to  third  parties  on  financial  matters  doesn't  require  him  to 
remain  aloof  on  other  proper  ways  of  serving  his  client,  so  long 
as  he  does  nothing  to  prejudice  his  independence  of  views  on 

*The  Journal  of  Accountancy  (December  1955),  page  31. 
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the  financial  statements.  Nor  is  there  anything  unique  about 
the  role  of  the  certified  public  accountant  as  an  independent 
adviser.  A  lawyer  who  gives  an  opinion  as  to  the  validity  of 
a  proposed  issue  of  securities  for  inclusion  in  a  prospectus  is 
functioning  no  less  as  an  independent  expert  than  the  certified 
public  accountant  who  gives  an  opinion  on  the  financial  state- 
ments included  in  the  same  prospectus.  Like  the  lawyer,  the 
certified  public  accountant  can  properly  perform  other  func- 
tions in  addition  to  giving  independent  opinions.  He  can  and 
does  install  accounting  and  cost  systems:  he  can  and  does  ad- 
vise on  accounting  questions,  on  financial  matters,  and  on  ac- 
counting and  financial  personnel,  for  example.  In  tax  work  he 
is  particularly  well  qualified  to  defend  his  client's  positions 
before  the  Treasury  representative,  because  he  is  aware  of  the 
income  data  shown  by  the  records,  the  variations  between  book 
income  and  taxable  income  permitted  or  required  by  tax  law, 
and  so  on.  When  he  expresses  an  opinion  that  financial  state- 
ments fairly  present  the  financial  position  and  results  of  op- 
eration of  a  business,  he  is  guided  by  generally  accepted  ac- 
counting principles.  If  the  Internal  Revenue  Code  accepts  a 
greater  deduction  for  depreciation  in  any  year  than  that  which 
would  be  permissible  under  generally  accepted  accounting  prin- 
ciples—and there  are  many  cases  when  this  is  the  situation- 
there  is  no  reason  why  he  shouldn't  advise  the  taxpayer  to  take 
the  greater  deduction  in  his  tax  return.  No  one  expects  income 
tax  returns  and  certified  income  statements  to  be  identical.  In 
many  cases  the  tax  law  requires  them  to  be  different,  and  the 
skill  of  the  CPA  in  this  field  makes  him  peculiarly  competent 
to  see  that  his  client's  reporting  for  tax  purposes  is  properly 
done  in  the  first  instance  and  is  then  properly  defended  before 
the  Treasury.* 


Sec.  20  —  HAS  INDEPENDENCE  BEEN  "BELABORED"? 

Perhaps  the  accounting  profession  itself  has  contributed  to  some 
confusion  on  the  question  of  independence  by  continual  em- 

*Ibid.,  pages  40-41. 


27         Independence  and  Integrity 

phasis  on  this  subject.  (If  this  is  true,  the  present  author  must 
plead  guilty  in  perhaps  greater  degree  than  most  others.)  Ber- 
nard F.  Magruder,  in  a  paper  "Law  and  Accounting"  included 
in  the  Handbook  of  Modern  Accounting  Theory  (page  93),f 
says: 

...  it  would  appear  that  true  independence  is  a  state  of  mind 
rather  than  a  condition  of  the  pocketbook.  Character,  integrity, 
and  enlightened  self-interest  have  been  frequently  mentioned 
as  the  fundamental  bases  of  independence.  Considered  in  this 
light  the  necessity  for  mental  independence  of  the  lawyer  ap- 
pears no  less  than  for  the  accountant.  There  is  a  growing  belief 
that  accountants  may  have  belabored  their  special  need  for  this 
concept.  It  is  interesting  to  note  that  the  code  promulgated  by 
the  American  Institute  of  Accountants  neither  makes  any  direct 
reference  to  nor  defines  the  word  "independence."  Differences 
in  the  rules  of  conduct  of  the  legal  and  accounting  profession 
would  seem  to  focus  around  and  arise  from  differences  in  the 
very  nature  of  the  responsibility  assumed  rather  than  any  con- 
cept of  independence. 


Sec.    21  —  COUNCIL  STATEMENT  ON   INDEPENDENCE 

In  1947  the  Council  of  the  American  Institute  of  Accountants 
adopted  an  official  statement  on  independence  submitted  by  the 
executive  committee,  which  was  published  in  The  Journal  of 
Accountancy  in  July  of  that  year.  The  statement  makes  it  clear 
that  independence  is  traditionally  associated  with  the  CPA's 
function  of  auditing  and  expressing  opinions  on  financial  state- 
ments. Independence  is  obviously  of  vital  importance  to  stock- 
holders, creditors  and  others  who  rely  on  such  statements. 
Certified  public  accountants,  however,  render  many  other  types 
of  service  to  clients  in  which  the  concept  of  independence  as  it 

fEdited  by  Morton  Backer,  Prentice-Hall,  1955. 
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applies  specifically  to  expression  of  opinion  on  financial  state- 
ments is  not  relevant.  The  Council  statement  continues:  "Inde- 
pendence is  an  attitude  of  mind,  much  deeper  than  the  surface 
display  of  visible  standards  .  .  .  Independence,  both  historically 
and  philosophically,  is  the  foundation  of  the  public  accounting 
profession  and  upon  its  maintenance  depends  the  profession's 
strength  and  its  stature." 

This  statement  by  the  Council  of  the  Institute  is  probably  the 
most  authoritative  pronouncement  on  the  subject  of  independ- 
ence up  to  the  present  time,  and  accordingly  its  full  text  is 
reproduced  here  as  follows: 

The  practice  of  public  accounting  has  developed  in  this 
country  in  response  to  the  demand  for  independent  audits  of 
financial  statements  and  other  accounting  services.  A  unique 
service  of  the  certified  public  accountant  is  the  auditing  of 
financial  statements  and  the  certifying  of  his  opinion  thereof 
for  dissemination  to  creditors,  security  holders,  and  the  general 
public.  In  the  field  of  auditing,  the  certified  public  accountant 
is  under  a  responsibility  peculiar  to  his  profession  and  that  is 
to  maintain  strict  independence  of  attitude  and  judgment  in 
planning  and  conducting  his  examinations  and  in  expressing 
his  opinion  on  financial  statements. 

About  a  hundred  years  ago  legislation  for  the  protection  of 
the  investing  public  was  enacted  in  England  which  required  a 
statutory  audit  for  public  companies,  to  be  made  by  someone 
not  associated  with  the  management.  At  first,  such  audits  were 
made  by  stockholders,  but  it  soon  developed  that  a  knowledge 
and  experience  of  accounting  were  necessary;  and  gradually 
from  among  those  who  possessed  these  qualifications  there 
emerged  in  the  United  States,  and  elsewhere,  groups  who  un- 
dertook such  work  as  a  separate  occupation.  Historically,  inde- 
pendence was  the  first  requirement;  the  need  for  that  was  rec- 
ognized even  before  the  need  for  technical  competence;  it  was 
the  climate  into  which  the  profession  was  born. 

Perhaps  the  outstanding  development  affecting  the  economic 
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and  social  life  of  the  community  during  the  past  few  decades 
has  been  the  growth  of  industrial  enterprises,  induced  by  econ- 
omies resulting  from  machine  methods  and  mass  production, 
and  the  improvement  in  the  standard  of  living  which  has  fol- 
lowed. The  capital  required  by  such  enterprises  to  provide 
plants,  machinery,  and  working  capital  increased  to  a  point 
where  frequently  it  could  not  be  provided  by  small  groups  of 
individuals  but  could  only  be  financed  by  a  wide  distribution 
of  public  ownership  of  securities  and  by  the  extension  of  credit 
on  a  scale  which  passed  beyond  the  area  of  personal  acquaint- 
ance. 

Accounting  has  kept  pace  with  these  changes  in  our  economy 
and  the  accounting  profession  has  perforce  played  a  major  part 
in  developing  the  art  of  accounting  to  meet  these  requirements. 
The  certified  public  accountant  today  furnishes  many  types  of 
services  to  his  clients.  In  some  of  these  activities  his  function 
is  to  provide  accounting  assistance  to  business  management. 
His  knowledge,  experience,  and  skill  and  his  familiarity  with 
the  accounting  problems  of  a  business  enable  him  to  assist  and 
advise  in  the  installation  of  accounting  and  cost  systems,  budg- 
eting, internal  accounting  control,  and  many  other  fields  of 
methods  and  procedure.  For  the  same  reasons  the  services  of 
the  accounting  profession  have  been  in  great  demand  in  recent 
years  in  the  preparation  of  accounting,  financial  and  statistical, 
and  tax  reports  for  government  agencies  and  others. 

A  most  important  function  which  the  certified  public  ac- 
countant performs  in  our  economic  life  today  is  the  part  he 
plays  in  the  maintenance  of  mutual  confidence  which  is  neces- 
sary in  business  relationships  and  transactions.  The  relation- 
ship may  be  that  between  management  and  stockholders,  espe- 
cially in  publicly  held  corporations.  The  transactions  may  be 
those  between  borrowers  and  lenders,  or  between  purchasers 
and  sellers  of  a  business  enterprise  or  of  shares  in  it.  It  has  be- 
come of  great  value  to  those  who  rely  on  financial  statements 
of  business  enterprises  that  they  be  reviewed  by  persons  skilled 
in  accounting  whose  judgment  is  uncolored  by  any  interest  in 
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the  enterprise,  and  upon  whom  the  obligation  has  been  im- 
posed to  disclose  all  material  facts.  With  the  growth  of  business 
enterprises,  the  public  accountant  makes  a  vital  contribution 
in  meeting  the  need  for  independent,  impartial,  and  expert 
opinions  on  the  financial  position  and  the  results  of  operation. 
This  is  his  unique  contribution,  a  service  which  no  one  else 
offers  or  is  qualified  to  perform. 

The  American  Institute  of  Accountants  and  state  societies 
have  long  since  established  rules  of  professional  conduct  de- 
signed to  insure  the  independence  of  their  members  in  this  field. 
These  rules  require  the  auditor  to  direct  attention  in  his  cer- 
tificate to  any  material  misstatement,  either  of  omission  or  com- 
mission, and  to  any  material  departure  from  generally  accepted 
accounting  or  auditing  principles  applicable  in  the  circum- 
stances. He  must  refrain  from  expressing  any  opinion  whenever 
his  exceptions  are  so  far-reaching  as  to  negative  the  opinion. 

The  certified  public  accountant  and,  indeed,  members  of  his 
immediate  family  are  precluded  from  making  any  substantial 
investment  in  securities  publicly  offered  by  a  company  whose 
financial  statements  he  certifies.  An  accountant  will  not  be  con- 
sidered as  independent  before  the  Securities  and  Exchange 
Commission  with  respect  to  any  company  with  which  he  was 
connected  as  a  director,  officer,  or  employee  during  the  period 
covered  by  the  financial  statements  filed  by  the  company. 

These  formal  rules,  which  set  certain  objective  standards 
which  the  independent  accountant  is  bound  to  observe,  pre- 
suppose that  he  has  acquired  a  thorough  knowledge  of  account- 
ing and  auditing  principles.  He  should  be  familiar  with  the 
pronouncements  on  accounting  and  auditing  issued  by  the 
American  Institute  of  Accountants  and  with  the  requirements 
of  disclosure  promulgated  by  the  Securities  and  Exchange  Com- 
mission. Principles  of  accounting  and  auditing  are  in  a  con- 
tinual process  of  development  and  it  takes  time  for  the  latest 
thought  and  improvements  to  find  expression  in  the  body  of 
written  principles.  The  independent  accountant  will  not  be 
expected  to  depend  solely  upon  the  principles  that  have  been 
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formally  expressed,  although  he  must  be  prepared  to  justify 
any  departure  from  them. 

A  real  test  of  the  accountant's  independence  is  in  the  applica- 
tion of  general  principles.  Written  rules  and  principles  are  not 
to  be  followed  blindly.  In  complex  situations  he  is  often  con- 
fronted with  a  difficult  problem  in  discerning  the  proper  appli- 
cation of  a  recognized  principle  or  in  making  a  choice  of  con- 
flicting principles.  Frequently,  too,  the  extent  of  disclosure  the 
accountant  should  insist  upon  in  special  situations  tests  his 
independence  of  decision.  To  reach  a  sound  and  impartial 
judgment  in  these  matters,  the  accountant  must  consider  care- 
fully the  actual  facts  in  the  case. 

The  independent  accountant  should  conduct  his  examinations 
in  accordance  with  accepted  auditing  standards  irrespective  of 
limitations  of  time  or  fee.  Once  he  has  accepted  an  engagement 
to  culminate  in  the  issuance  of  his  opinion  he  is  under  the 
professional  duty  of  making  an  adequate  examination. 

In  other  phases  of  his  work,  such  as  income  tax  matters  and 
activities  in  connection  with  federal  and  state  commissions  and 
regulatory  bodies,  the  certified  public  accountant's  function  is 
to  prepare  or  assist  in  preparing  and  presenting  the  required 
information.  The  decisions  made  in  such  cases  are  not  his  but 
those  of  the  parties  at  interest.  The  accountant's  knowledge  of 
the  accounts  and  his  experience,  however,  enable  him  to  assist 
materially  in  bringing  about  agreement  by  a  proper  display  of 
the  required  information.  His  duty  is  to  interpret  conditions 
or  transactions  as  they  are  reflected  in  the  accounts,  records, 
financial  statements,  reports,  or  other  data,  and  to  apply  to 
them  accounting  interpretations  of  pertinent  laws  and  regu- 
lations. He  should  not  distort  the  facts  or  omit  to  state  any 
material  fact  known  to  him  which  is  required  by  the  prescribed 
forms  or  is  requested  by  the  interested  parties. 

Rules  of  conduct  can  only  deal  with  objective  standards  and 
cannot  assure  independence.  Independence  is  an  attitude  of 
mind,  much  deeper  than  the  surface  display  of  visible  stand- 
ards. These  standards  may  change  or  become  more  exacting 
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but  the  quality  itself  remains  unchanged.  Independence,  both 
historically  and  philosophically,  is  the  foundation  of  the  pub- 
lic accounting  profession  and  upon  its  maintenance  depends 
the  profession's  strength  and  its  stature. 


Sec.    22  —  SEC  RULING  ON   INDEPENDENCE 

Meanwhile,  the  Securities  and  Exchange  Commission,  as  a 
result  of  consideration  of  a  number  of  specific  cases,  has  held 
that  the  following  factual  situations,  among  others,  tended  to 
impair  the  independence  of  certifying  accountants: 

1.  Employee  of  certifying  accountants  was  controller  of  reg- 
istrant. 

2.  Accountants  consciously  falsified  facts. 

3.  Accountant  relied  on  unverified  information  furnished  by 
client. 

4.  Accountant  subordinated  his  judgment  to  that  of  client. 

5.  Employee  of  certifying  accountants  did  much  of  the  book- 
keeping for  registrant. 

6.  Private  audit  report  to  management  differed  from  report 
made  public. 

7.  Client  and  accountant  made  substantial  personal  loans  to 
each  other. 

8.  Close  personal  relations  existed  between  accountants  and 
management,  plus  various  personal  services  by  accountants 
for  management  in  their  individual  capacities  (together 
with  other  factors). 

9.  Accountant  was  officer  of,  and  was  intimately  associated 
with,  a  large  holding  company  system,  of  which  registrant 
was  only  a  segment. 

10.  Accountant  permitted  his  name  to  be  used  for  an  account 
through  which  officers  of  client  traded  in  client's  stock. 

11.  Accountants  engaged  treasurer  and  bookkeeper  of  registrant 
to  do  detailed  auditing  work. 

12.  Accountants  failed  to  make  sufficient  investigation  of  inter- 
corporate transactions. 
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13.  Partner  of  accounting  firm  actively  participated  in  promo- 
tion of  registrant. 

14.  Agreement  between  client  and  accountant  indemnified 
accountant  against  liability. 

15.  Accounting  firm  acted  as  custodian  of  securities  of  regis 
tered  investment  company. 

16.  Accountant  maintained  open  account,  represented  by  cash 
and  securities  with  registered  broker  dealer,  financial  state- 
ments of  which  accountant  certified. 

17.  Partners  of  accounting  firm  were  also  partners  of  a  law  firm 
passing  on  legality  of  securities  being  issued  by  registrant. 

18.  Accountant  posted  to  general  ledger  entries  covering  a 
month's  transactions  and  made  all  closing  entries. 

19.  Accountant  served  as  salesman  for  securities  dealer,  not  a 
client,  but  audited  accounts  of  other  registered  securities 
dealers. 


Sec.    23  —  FINANCIAL  INTEREST  IN   ENTERPRISE   UNDER  AUDIT 

The  Federal  Trade  Commission,  which  originally  administered 
the  Securities  Act  of  1933  and  subsequently  the  Securities  and 
Exchange  Commission  in  1934,  adopted  the  rule  that  an 
accountant  will  not  be  considered  independent  (by  the  Commis- 
sion) with  respect  to  any  "person"  (corporation  or  other  regis- 
trant) in  whom  he  has  any  substantial  interest,  direct  or  indirect. 
Some  years  later,  in  1941,  the  American  Institute  of  Account- 
ants adopted  the  present  Rule  Number  13  of  the  Rules  of 
Professional  Conduct,  which  reads  as  follows: 

13.  A  member  shall  not  express  his  opinion  on  financial  state- 
ments of  any  enterprise  financed  in  whole  or  in  part  by 
public  distribution  of  securities,  if  he  owns  or  is  committed 
to  acquire  a  financial  interest  in  the  enterprise  which  is  sub- 
stantial either  in  relation  to  its  capital  or  to  his  own  per- 
sonal fortune,  or  if  a  member  of  his  immediate  family  owns 
or  is  committed  to  acquire  a  substantial  interest  in  the 
enterprise.  A  member  shall  not  express  his  opinion  on  fi- 
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nancial  statements  which  are  used  as  a  basis  of  credit  if  he 
owns  or  is  committed  to  acquire  a  financial  interest  in  the 
enterprise  which  is  substantial  either  in  relation  to  its 
capital  or  to  his  own  personal  fortune  or  if  a  member  of  his 
immediate  family  owns  or  is  committed  to  acquire  a  sub- 
stantial interest  in  the  enterprise,  unless  in  his  report  he 
discloses  such  interest. 

The  first  part  of  this  rule  indicates  acquiescence  on  the  part 
of  the  accounting  profession  with  the  view  of  the  SEC  that  a 
CPA  cannot  be  regarded  as  independent  in  expressing  his 
opinion  on  the  financial  statements  of  an  enterprise  financed  in 
whole  or  in  part  by  public  distribution  of  securities  (the  only 
type  of  enterprise  with  which  the  SEC  is  concerned)  if  he  has  a 
substantial  financial  interest  direct  or  indirect  in  that  enterprise. 

This  position  is  reconciled  with  the  fundamental  principle 
that  independence  is  a  state  of  mind,  in  the  1947  statement  of 
independence  adopted  by  the  Council: 

A  most  important  function  which  the  certified  public  ac- 
countant performs  in  our  economic  life  today  is  the  part  he 
plays  in  the  maintenance  of  mutual  confidence  which  is  neces- 
sary in  business  relationships  and  transactions.  The  relation- 
ship may  be  that  between  management  and  stockholders,  espe- 
cially in  publicly  held  corporations.  The  transactions  may  be 
those  between  borrowers  and  lenders,  or  between  purchasers 
and  sellers  of  a  business  enterprise  or  of  shares  in  it.  It  has  be- 
come of  great  value  to  those  who  rely  on  financial  statements 
of  business  enterprises  that  they  be  reviewed  by  persons  skilled 
in  accounting  whose  judgment  is  uncolored  by  any  interest  in 
the  enterprise,  and  upon  whom  the  obligation  has  been  im- 
posed to  disclose  all  material  facts.  With  the  growth  of  business 
enterprises,  the  public  accountant  makes  a  vital  contribution 
in  meeting  the  need  for  independent,  impartial,  and  expert 
opinions  on  the  financial  position  and  the  results  of  operation. 
This  is  his  unique  contribution,  a  service  which  no  one  else 
offers  or  is  qualified  to  perform.  [Emphasis  supplied.] 
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The  certified  public  accountant  and,  indeed,  members  of  his 
immediate  family  are  precluded  from  making  any  substantial 
investment  in  securities  publicly  offered  by  a  company  whose 
financial  statements  he  certifies. 


To  put  it  another  way:  a  certified  public  accountant  may  be 
in  fact  independent  even  though  he  owns  a  substantial  financial 
interest  in  the  enterprise  which  he  audits.  However,  one  of  the 
important  purposes  of  the  independent  audit  is  to  contribute  to 
the  maintenance  of  mutual  confidence  between  corporate  man- 
agement and  shareholders  or  investors.  This  confidence  might 
be  impaired  if  it  were  known  or  discovered  that  the  independent 
auditor  owned  a  substantial  financial  interest  in  the  enterprise, 
since  the  reported  financial  position  and  earnings  on  which  he 
expressed  a  professional  opinion  might  influence  the  value  of 
his  own  interest,  and  he  might  therefore  be  exposed  to  influences 
on  his  professional  judgment  which  could  impair  its  objectivity. 
The  profession  is  justified,  therefore,  in  stating  that  it  is  un- 
ethical for  a  certified  public  accountant  to  express  a  professional 
opinion  on  financial  statements  of  an  enterprise  financed  by 
public  distribution  of  securities  in  which  he  has  a  substantial 
financial  interest. 

The  second  part  of  Rule  Number  13  makes  a  distinction  be- 
tween publicly  financed  companies  and  other  enterprises,  and 
between  financial  statements  of  enterprises  not  publicly  financed 
which  are  used  as  a  basis  of  credit  and  those  which  are  not. 

In  effect,  this  part  of  the  rule  implies  that  the  relationship 
between  an  enterprise  not  financed  by  public  distribution  of 
securities  and  those  who  may  grant  credit  to  the  enterprise 
(usually  banks)  is  not  as  impersonal  or  as  diffuse  as  the  relation- 
ship between  the  management  of  a  publicly  financed  corporation 
and  its  stockholders  or  prospective  investors.  If  the  auditor  of  an 
enterprise  not  publicly  financed,  whose  statements  are  used  as 
a  basis  of  credit,  has  a  substantial  financial  interest,  direct  or 
indirect,  in  that  enterprise,  he  must  disclose  such  interest  in  his 
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report.  Credit  grantors  may  then  decide  for  themselves  whether 
his  financial  interest  is  of  any  significance  to  them.  There  will 
presumably  be  no  impairment  of  confidence  between  lender 
and  borrower  if  the  former  knows  the  facts  with  regard  to  the 
auditor's  financial  interest. 

With  respect  to  enterprises  not  publicly  financed,  whose 
financial  statements  are  not  used  as  a  basis  of  credit,  the  rule 
is  silent.  The  auditor  of  such  an  enterprise  may  have  a  sub- 
stantial financial  interest  in  it,  and  is  not  required  to  disclose 
such  interest  in  expressing  his  opinion  on  the  financial  state- 
ments. The  presumption  is  that  the  financial  statements  in  this 
case  are  for  the  information  of  the  management  only,  or  possibly 
for  a  relatively  small  number  of  stockholders  whose  relationship 
to  the  company  is  sufficiently  close  so  that  they  would  be  familiar 
with  the  auditor's  financial  interest  in  any  event. 

This  three-step  rule  is  consistent  with  the  basic  assumption 
that  independence  is  a  state  of  mind,  and  that  a  certified  public 
accountant  will  not  permit  himself  to  be  influenced  in  express- 
ing his  opinion  on  the  financial  statements  even  though  he  has  a 
substantial  financial  interest  in  the  enterprise,  but  that  the 
maintenance  of  confidence  between  investors  and  corporate 
management  of  publicly  held  companies,  and  credit  grantors 
and  management  of  the  other  companies,  justifies  the  safeguards 
which  the  rule  imposes. 

In  1950,  the  Securities  and  Exchange  Commission  amended 
its  rule  on  independence  to  provide  that  an  accountant  would 
not  be  regarded  as  independent  if  he  had  any  financial  interest 
in  the  registrant  whose  financial  statements  he  audited. 

In  1954,  the  Illinois  Society  of  Certified  Public  Accountants 
adopted  a  new  rule  of  ethics  prohibiting  a  member,  or  a  firm 
of  which  a  member  is  a  partner,  from  expressing  an  opinion  on 
the  financial  statements  of  any  organization  if  the  member,  his 
partners,  or  their  immediate  family  living  in  the  same  house- 
hold, had  a  direct  or  indirect  financial  interest  in  the  organiza- 
tion in  question. 
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The  Illinois  rule  thus  carries  the  SEC  prohibition  against  any 
financial  interest  whatever,  which  applies  only  to  companies 
registered  with  the  SEC  (and  therefore,  by  definition,  publicly 
financed),  to  all  enterprises,  whether  publicly  financed  or  not, 
and  whether  their  financial  statements  are  used  as  a  basis  for 
credit  or  not. 

The  Illinois  rule  can  be  justified  philosophically  on  the 
grounds  that  the  profession  should  not  have  two  standards  of 
practice,  one  for  SEC  and  another  for  companies  not  subject  to 
the  jurisdiction  of  the  SEC,  and  that  the  maintenance  of  con- 
fidence of  the  financial  community  generally,  credit  grantors, 
minority  stockholders  and  other  interested  parties,  would  be 
strengthened  by  general  knowledge  that  certified  public  account- 
ants are  not  permitted  to  have  any  financial  interest  in  com- 
panies on  whose  financial  statements  they  express  professional 
opinions. 

There  have  been  objections  to  the  Illinois  rule  on  the 
grounds  that  it  is  too  extreme:  that  it  forces  certified  public 
accountants  or  members  of  their  families  to  dispose  of  invest 
ments  often  held  for  reasons  of  sentiment  or  loyalty,  which  are 
so  insignificant  that  they  could  not  possibly  affect  the  account- 
ant's independence  in  expressing  an  opinion  on  financial  state- 
ments, and  about  which  other  investors  and  the  financial  public 
have  no  concern  whatever. 

The  Illinois  rule  has  also  been  questioned  on  the  ground  that 
it  might  create  an  impression  that  a  CPA's  independence  may 
actually  be  impaired  by  any  financial  interest,  however  small,  in 
a  company  which  he  audits.  It  is  pointed  out  that  a  CPA  having 
a  small,  struggling  young  company  as  a  client  might  be  willing 
to  defer  his  fees  for  several  years,  and  thus  create  a  fairly  sizeable 
financial  interest  in  the  form  of  an  account  receivable.  Even  the 
prospect  of  a  substantial  fee  might  be  regarded  as  a  "financial 
interest"  of  a  kind.  If  the  impression  were  created  that  a  certified 
public  accountant's  independence  is  so  tenuous  as  to  be  influ- 
enced by  minor  financial  considerations,  the  profession's  oppor- 
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tunity  for  useful  and  wholly  proper  service  might  be  artificially 
restricted. 

Time  will  tell  whether  the  Illinois  rule  will  gain  general 
acceptance.  It  has  the  great  merit  of  being  clear-cut,  easily 
understood,  and  easily  administered,  without  the  necessity  for 
involved  reasoning  in  its  application  to  each  individual  case. 
Incidentally,  the  Illinois  rule  eliminates  one  weakness  in  the 
Institute's  rule,  resulting  from  the  fact  that  when  a  certified 
public  accountant  expresses  a  professional  opinion  on  financial 
statements  he  can  never  be  sure  whether  they  will  be  used  as  a 
basis  of  credit  or  not. 


Opinion  of  Institute's  Committee  on  Ethics 

DISCLOSURES   OF   WIFE'S   INTEREST 

The  wife  of  one  of  the  partners  of  an  accounting  firm  was  an 
officer  and  stockholder  of  one  of  its  clients,  not  financed  by  the 
public  distribution  of  securities.  The  committee  ruled  that  this 
relationship  must  be  disclosed  in  the  firm's  report  and  that 
none  of  the  other  partners  could  sign  the  report  in  his  own 
name  without  full  disclosure. 


Sec.   24  — AUDITOR  AS  OFFICER  OR  DIRECTOR 

The  SEC  rule  provides  that  the  Commission  will  not  recognize 
an  accountant  as  independent  with  respect  to  any  enterprise 
with  which  he  is  connected  as  director,  officer  or  employee,  or 
promoter,  underwriter,  or  voting  trustee. 

The  Institute's  Rules  of  Professional  Conduct  make  no  refer- 
ence to  these  relationships,  although  in  order  to  be  complete 
and  consistent  it  seems  desirable  that  they  do  so. 

The  New  York  State  Society  of  Certified  Public  Accountants 
has  adopted  the  following  rule: 
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A  member  shall  not  express  his  opinion  on  financial  state- 
ments of  an  enterprise  financed  in  whole  or  in  part  by  a  public 
distribution  of  securities,  or  on  financial  statements  for  use  as 
a  basis  of  credit,  if  he,  a  partner  in  his  firm,  or  a  member  of 
his  immediate  family  owns  or  is  committed  to  acquire  a  sub- 
stantial interest  in  the  enterprise,  or  if  he  or  a  partner  in  his 
firm  is  an  employee  or  director  of  the  enterprise,  unless  he  dis- 
closes such  interest,  employment  or  directorship  in  his  report. 
[Emphasis  supplied.] 

In  response  to  an  inquiry,  the  committee  on  professional 
ethics  of  the  American  Institute  of  Accountants  has  stated: 


While  the  Rules  of  Professional  Conduct  do  not  specifically 
forbid  simultaneous  services  as  auditor  and  director  so  long  as 
the  auditor  holds  no  substantial  financial  interest  in  the  cor- 
porate client,  the  committee  is  unanimous  in  its  belief  that  it 
is  unwise  for  an  independent  auditor  to  serve  also  as  a  member 
of  the  board  of  directors  of  the  corporate  client  .  .  .  joint 
service  as  auditor  and  director  of  a  corporation  would  be  ob- 
jectionable unless  the  facts  were  clearly  displayed  in  the  ac- 
countant's report.  Anyone  who  serves  in  that  dual  capacity  is 
in  a  vulnerable  position. 

It  may  be  questioned  whether  any  of  these  statements  is 
decisive  enough  at  the  present  stage  of  the  profession's  develop- 
ment. Actually  the  unwritten  rule  that  "you  can't  audit  your 
own  work"  is  widely  observed.  Very  few  certified  public  account- 
ants, it  is  believed,  are  directors,  and  even  fewer  are  employees 
of  enterprises  on  whose  financial  statements  the  certified  public 
accountants  express  professional  opinions.  But  if  the  rules  of 
conduct  are  to  be  regarded  as  a  means  of  strengthening  public 
confidence  in  the  independence  of  CPAs  in  their  capacity  as 
auditors,  as  well  as  a  guide  to  young  practitioners,  it  might  be 
contended  that  they  should  be  more  specific  with  regard  to 
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simultaneous  service  as  director,  officer  or  employee,  and  "inde- 
pendent" auditor. 

It  is  difficult  to  see  how  an  auditor  could  claim  independence 
if  he  were  an  officer  or  employee  actually  engaged  in  the  manage- 
ment of  the  company  on  whose  accounts  he  was  expressing  a 
professional  opinion.  The  two  positions  are  simply  irreconcil- 
able. 

There  may  be  special  situations  in  which  simultaneous  service 
as  director  and  auditor  would  be  unobjectionable,  as  in  the  case 
of  nonprofit  institutions,  such  as  community  funds,  chambers  of 
commerce,  and  similar  enterprises.  In  closely  held  companies, 
auditors  are  sometimes  asked  to  take  a  seat  on  the  board  of 
directors  as  a  representative  of  a  particular  interest,  such  as  a 
bank  which  is  a  substantial  creditor  of  the  corporation.  In 
this  case,  however,  the  CPA  is  hardly  an  "independent"  auditor, 
but  is  serving  rather  as  a  special  representative;  and  it  may  be 
questioned  whether  he  should  certify  financial  statements  which 
are  to  be  submitted  to  others  than  those  he  represents.  At  the 
least  he  should  be  required  to  disclose  his  own  position. 

In  general,  it  seems  clearly  undesirable  for  a  certified  public 
accountant  to  serve  simultaneously  as  director  and  auditor  of 
a  profit-making  enterprise.  The  1947  statement  adopted  by  the 
Council  of  the  Institute  says  it  has  become  of  great  value  to  those 
who  rely  on  financial  statements  of  business  enterprises  that 
they  be  reviewed  by  persons  "skilled  in  accounting  whose  judg- 
ment is  uncolored  by  any  interest  in  the  enterprise."  The 
interests  of  a  participant  in  the  management  of  an  enterprise 
may  create  more  severe  strains  on  impartiality  in  the  examina- 
tion of  financial  statements  than  might  result  from  a  financial 
interest.  "Independence  ...  is  the  foundation  of  the  public 
accounting  profession  and  upon  its  maintenance  depends  the 
profession's  strength  and  its  stature."  It  might  be  helpful  if  the 
profession  adopted  an  unequivocal  rule  prohibiting  simul- 
taneous service  as  independent  auditor  and  director,  officer, 
employee,  or  promoter,  underwriter  or  voting  trustee  of  the 
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client.  If  any  exceptions  were  regarded  as  permissible,  they 
could  be  specified.  The  burden  of  proof  could  be  put  upon  the 
individual  to  justify  any  departure  from  the  general  rule. 


Opinions  of  Institute's  Committee  on  Ethics 

AUDITOR  AS   CONTROLLER 

A  corporation  which  employs  an  AIA  member  as  controller  is 
audited  by  a  firm  of  CPAs.  The  controller  prepares  and  certifies 
the  statements  of  a  subsidiary  corporation.  Can  the  outside 
firm  accept  this  statement  for  the  purpose  of  preparing  a  con- 
solidated balance  sheet? 

The  committee  ruled  that  it  could  not.  As  an  employee  of  the 
corporation,  the  controller  cannot  maintain  his  independent 
status. 

PARTNER  AS   CONTROLLER 

The  committee  cautioned  a  member  against  taking  in  a  partner 
who  was  serving  as  controller  of  one  of  the  former's  clients. 

AUDITOR  AS  CO-EXECUTOR 

A  member  became  co-executor  of  an  estate  of  a  client  whose 
major  assets  were  stocks  in  companies  of  which  the  member  was 
auditor.  The  committee  said  he  could  serve  either  as  auditor 
or  executor  but  not  as  both.  Such  action,  the  committee  felt, 
would  be  contrary  not  only  to  Rule  Number  4  but  to  the  con- 
cept of  independence  which  underlies  several  of  the  rules. 


Sec.    25  —  RELATIONSHIP   OF   OTHER  ACCOUNTING   SERVICES 
TO   INDEPENDENCE   OF   AUDITOR 

Among  the  relationships  which  the  SEC  has  held  to  impair 
the  independence  of  certifying  accountants  (see  page  32)  are 
the  following:  "employee  of  certifying  accountants  did  much 
of  the  bookkeeping  for  a  registrant,"  and  "accountant  posted 
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to  general  ledger  entries  covering  a  month's  transactions  and 
made  all  closing  entries." 

There  is  no  question  of  the  right  of  the  SEC  to  take  this 
position.  The  Commission  has  the  responsibility  of  administer- 
ing statutes  designed  to  protect  the  interests  of  enterprises  which 
are  financed  by  the  public  distribution  of  securities.  It  is  en- 
titled to  set  up  any  reasonable  safeguards  which  it  believes 
would  facilitate  the  achievement  of  its  objectives. 

However,  the  question  has  been  presented  to  the  Institute 
whether  it  is  unethical  for  a  certified  public  accountant  to  render 
bookkeeping  services  to  a  client  on  whose  financial  statements 
he  expresses  a  professional  opinion,  on  the  ground  that  this 
relationship  impairs  independence. 

The  question  was  considered  at  length  in  1951  by  the  com- 
mittees on  auditing  procedure  and  professional  ethics  of  the 
American  Institute  of  Accountants.  Their  conclusion  is  stated 
in  the  report  of  the  committee  on  auditing  procedure  to  the 
Council  in  that  year: 

Both  committees  were  in  agreement  that  if  an  accountant  is 
in  fact  independent,  and  if  he  has  performed  all  the  auditing 
procedures  necessary  to  supplement  the  information  obtained 
through  keeping  the  books,  he  should  be  entitled  to  express 
any  opinion  he  may  have  formed.  However,  there  was  some 
uncertainty  as  to  whether  the  two  committees  were  in  agree- 
ment regarding  whether  the  accountant  should  disclose  in  his 
report  the  fact  that  he  had  kept  the  books.  After  further  con- 
sideration the  committees  have  agreed  that  this  is  a  question 
which  should  be  left  to  the  judgment  of  the  accountant  in  the 
light  of  the  facts  of  each  case.  The  committees  believe  that 
disclosure  of  the  fact  that  he  has  kept  the  books  is  not  usually 
necessary. 

This  conclusion  is  consistent  with  the  1947  statement  on 
independence  adopted  by  the  Council  of  the  Institute,  which 
says,  in  part: 
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In  the  field  of  auditing,  the  certified  public  accountant  is 
under  a  responsibility  peculiar  to  his  profession  and  that  is  to 
maintain  strict  independence  of  attitude  and  judgment  in  plan- 
ning and  conducting  his  examinations  and  in  expressing  his 
opinion  on  financial  statements  [emphasis  supplied].  .  .  .The 
certified  public  accountant  today  furnishes  many  types  of  serv- 
ices to  his  clients.  In  some  of  these  activities  his  function  is  to 
provide  accounting  assistance  to  business  management.  His 
knowledge,  experience  and  skill  and  his  familiarity  with  the 
accounting  problems  of  a  business  enable  him  to  assist  and 
advise  in  the  installation  of  accounting  and  cost  systems,  budg- 
eting, internal  accounting  control,  and  many  other  fields  of 
methods  and  procedure.  For  the  same  reasons  the  services  of 
the  accounting  profession  have  been  in  great  demand  in  recent 
years  in  the  preparation  of  accounting,  financial  and  statistical, 
and  tax  reports  for  government  agencies  and  others. 

It  seems  quite  clear  that  the  Council  did  not  consider  that 
rendering  general  accounting  and  tax  services  to  a  client  im- 
paired the  independence  of  the  certified  public  accountant  as 
auditor  of  the  same  client. 


Opinion  of  Institute's  Committee  on  Ethics 

INDEPENDENCE— SIGNING  CLIENT'S  CHECKS 

A  client  wished  to  empower  his  accountant  to  sign  checks  dur- 
ing his  absence  of  two  weeks.  The  records  and  accounts  would 
be  kept  by  the  company's  employees. 

The  committee,  feeling  that  the  member's  independence  might 
be  impaired,  suggested  an  alternate  procedure.  One  of  the 
client's  six  employees  could  sign  checks  in  his  absence.  The 
checkbook,  however,  would  be  in  the  accountant's  custody,  the 
checks  to  be  written  under  his  scrutiny.  The  proprietor  would 
review  all  transactions  on  his  return. 
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Sec.  26  —  "independence"  in  services  other  than 

AUDITING 

It  seems  equally  clear  that  the  Council  did  not  consider  the 
standard  of  independence,  in  the  sense  in  which  the  word  is 
used  in  relation  to  auditing,  to  apply  to  the  certified  public 
accountant  in  his  general  accounting  and  tax  services: 

In  other  phases  of  his  work,  such  as  income  tax  matters  and 
activities  in  connection  with  federal  and  state  commissions 
and  regulatory  bodies,  the  certified  public  accountant's  func- 
tion is  to  prepare  or  assist  in  preparing  and  presenting  the 
required  information.  The  decisions  made  in  such  cases  are 
not  his  but  those  of  the  parties  at  interest.  The  accountant's 
knowledge  of  the  accounts  and  his  experience,  however,  enable 
him  to  assist  materially  in  bringing  about  agreement  by  a 
proper  display  of  the  required  information.  His  duty  is  to 
interpret  conditions  or  transactions  as  they  are  reflected  in  the 
accounts,  records,  financial  statements,  reports,  or  other  data, 
and  to  apply  to  them  accounting  interpretations  of  pertinent 
laws  and  regulations.  He  should  not  distort  the  facts  or  omit 
to  state  any  material  fact  known  to  him  which  is  required  by 
the  prescribed  forms  or  is  requested  by  the  interested  parties. 

In  other  words,  in  general  accounting  and  tax  work,  the 
certified  public  accountant  is  not  under  the  "responsibility 
peculiar  to  his  profession"  to  apply  the  standard  of  independ- 
ence applicable  to  the  "unique"  service  of  the  certified  public 
accountant  in  auditing  financial  statements. 

In  general  accounting  and  tax  work,  however,  CPAs  should 
be  "independent,"  in  the  sense  that  independence  means 
integrity,  as  all  members  of  recognized  professions  are  expected 
to  be  independent— that  is,  they  are  not  to  subordinate  their 
judgment  to  that  of  the  client,  to  distort  or  suppress  material 
information,  or  to  yield  to  any  improper  influences. 
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It  has  been  well  said*  that  the  CPA  certificate  has  acquired 
such  general  prestige,  and  is  so  closely  associated  in  the  public 
mind  with  independence  and  integrity,  that  any  statements 
with  which  a  CPA's  name  is  associated  gain  added  credibility 
thereby,  even  though  he  has  made  no  audit  or  has  not  expressed 
a  professional  opinion  on  the  financial  statements.  Regardless  of 
formal  rules,  individual  certified  public  accountants  should 
avoid  all  relationships  which  might  impair  public  confidence 
in  their  integrity. 


Sec.    27  —  MISCELLANEOUS   FINANCIAL  RELATIONS 

The  Council  of  the  American  Institute  of  Accountants,  sitting 
as  a  trial  board  in  1941,  expressed  the  view  that  certified  public 
accountants  serving  as  independent  auditors  should  avoid  any 
financial  relationship  with  officers  or  employees  of  client  cor- 
porations, through  borrowing  or  lending,  or  participation  in 
the  profits  of  investments,  or  in  any  similar  manner. 

This  expression  was  prompted  by  consideration  of  a  com- 
plaint in  which  a  member  employed  by  an  accounting  firm  was 
alleged  to  have  furnished  to  a  third  party  information  as  to  the 
value  of  securities  issued  by  companies  audited  by  his  firm. 
In  view  of  the  lack  of  evidence  that  the  respondent  had  partici- 
pated in  any  profits  from  transactions  as  a  result  of  the  informa- 
tion he  had  given,  no  penalty  was  imposed  upon  him.  But  the 
discussion  which  followed  resulted  in  the  Council's  resolution 
to  publish  a  general  warning  against  any  financial  relationships 
between  independent  auditors  and  clients. 

The  Securities  and  Exchange  Commission  has  criticized 
accountants  for  lending  money  to  their  clients,  even  though  the 
amounts  were  not  relatively  substantial  and  the  clients  were  also 
personal  friends.  The  existence  of  such  loans  from  accountant  to 

*In  an  unpublished  speech  by  Albert  Christen,  CPA,  of  Louisville,  Kentucky, 
in  1955- 
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client  has  been  cited  among  other  evidence  alleged  to  indicate 
lack  of  independence  on  the  part  of  the  accountants. 

The  Institute's  committee  on  professional  ethics  has  expressed 
the  opinion  that  Rule  Number  13  applies  to  a  financial  interest 
in  a  loan  whether  or  not  evidenced  by  a  note,  as  well  as  to  owner- 
ship of  capital  stock,  provided  the  financial  interest  represented 
by  the  loan  is  substantial  either  in  relation  to  the  capital  of  the 
enterprise  or  to  the  personal  fortune  of  the  accountant. 


Sec.   28  —  CONFLICTS  OF   INTEREST 

The  question  occasionally  arises  whether  the  independence  of 
the  certified  public  accountant  is  impaired  if  he  simultaneously 
renders  professional  services  to  two  or  more  persons  whose 
interests  are,  or  may  be,  in  conflict. 

It  is  an  accepted  precept  in  the  legal  profession  that  a  lawyer 
should  not  serve  two  clients  whose  interests  conflict,  and  by 
analogy  it  is  sometimes  assumed  that  CPAs  may  not  properly 
do  so  either.  The  soundness  of  the  analogy,  however,  is  question- 
able. Lawyers  act  as  advocates,  and  a  single  lawyer  could 
obviously  not  be  the  advocate  for  opposing  views.  A  CPA  may 
serve  without  impropriety  as  independent  auditor  for  two  or 
more  clients  whose  interests  may  be  in  conflict,  for  example, 
competitors  in  the  same  industry.  However,  there  may  be  special 
circumstances  in  which  the  relationship  should  be  disclosed  to 
all  concerned  in  order  that  there  may  be  no  misunderstanding. 

In  performing  services  other  than  independent  auditing  a 
CPA  may  owe  allegiance  only  to  one  party  to  a  transaction  or 
dispute,  rather  than  be  in  a  position  to  render  impartial 
service  to  both  sides.  In  such  a  case  he  should  be  sure  that  no 
one  misunderstands  his  position.  If  there  is  any  doubt  he  might 
say  to  the  party  who  is  not  his  client,  as  one  certified  public 
accountant  has  suggested,  "I  do  not  represent  you  and  I  cannot 
advise  you.  It  would  be  my  suggestion  that  you  employ  a 
certified  public  accountant  to  assist  you  in  this  matter." 


47         Independence  and  Integrity 

In  1944  an  accounting  firm  was  retained  by  a  war  agency  of 
the  federal  government  to  make  examinations  to  determine 
whether  certain  claims  against  the  agency  by  private  corpora- 
tions conformed  to  rules  laid  down  in  advance.  Among  the 
claimant  companies  were  some  for  which  the  accounting  firm 
concerned  also  acted  as  independent  auditor.  A  United  States 
Senator  questioned  whether  the  same  accountant  should  act  in 
both  capacities. 

The  question  was  considered  by  the  Council  of  the  American 
Institute  of  Accountants  which,  in  May  1944,  adopted  the 
following  resolution: 

Whereas j  Independent  public  accountants  have  been  called 
upon  by  governmental  agencies  and  others  to  undertake  on 
their  behalf  examinations  of  the  accounts  of  corporations  for 
whom  the  accountants  have  been  acting  as  regular  auditors; 
and 

Whereas,  Questions  have  been  raised  as  to  the  propriety  of 
selecting  for  such  examinations  the  public  accountants  who 
are  the  regular  auditors  of  such  corporations  because  of  the 
possibility  of  a  conflict  of  interests;  and 

Whereas,  Independence  of  viewpoint  is  one  of  the  essential 
qualifications  of  the  public  accounting  profession,  in  that  re- 
ports made  by  auditors  for  their  clients  are  quite  generally  in- 
tended to  be  used,  and  are  used,  by  third  parties,  such  as  cred- 
itors, stockholders,  directors,  and  others  whose  interests  are 
frequently  diverse; 

Be  it  resolved,  That  it  is  the  opinion  of  Council  of  the  Amer- 
ican Institute  of  Accountants,  assembled  at  its  regular  semi- 
annual meeting  on  May  9,  1944:  That  an  independent  public 
accountant  may  properly  undertake  accounting  or  auditing  en- 
gagements for  or  on  behalf  of  government  agencies  or  other 
third  parties  involving  the  accounts  of  a  regular  client,  pro- 
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vided  his  relationship  to  the  various  parties  interested  is  fully 
disclosed. 

Sec.    29  — IS  THE   CONCEPT  OF   INDEPENDENCE   CLEAR? 

From  time  to  time  the  responsibilities  of  members  of  various 
professions  have  to  be  decided  by  government  agencies  or  by  the 
courts.  In  such  instances,  authoritative  statements  made  by  the 
profession  itself  are  usually  given  great  weight.  The  discussion 
in  this  chapter  leads  to  the  question  whether  the  accounting 
profession  has  wholly  avoided  ambiguity  in  delineating  its  own 
concept  of  "independence,"  as  it  may  apply  to  various  phases  of 
the  certified  public  accountant's  professional  work,  or  to  various 
situations  in  which  he  may  find  himself. 

The  question  has  assumed  particular  importance  in  view  of 
statements  by  spokesmen  for  bar  associations  suggesting  that 
there  may  be  inconsistency  in  the  certified  public  accountant's 
function  as  independent  auditor  and  his  representation  of 
clients  in  discussions  with  the  Internal  Revenue  Service  regard- 
ing proposed  tax  adjustments  (see  the  exchange  between  Dean 
Griswold  and  President  Stans  quoted  on  pages  24-26). 

Edward  B.  Wilcox,  past  president  of  the  Institute,  has  said: 
<k.  .  .  the  fact  that  it  [independence]  is  not  mentioned  at  all  in 
most  published  rules  of  professional  conduct  can  only  be  under- 
stood as  a  lag  in  their  development."  * 

In  its  report  to  the  Council  of  the  Institute  dated  October  21, 
1955,  the  Institute's  committee  on  professional  ethics  raised 
the  question  whether  the  Rules  of  Professional  Conduct  should 
not  include  a  statement  of  the  accounting  profession's  concept 
of  independence.  Presumably  the  committee  will  give  further 
study  to  this  question,  and  it  may  make  some  recommendation 
to  the  Council  in  the  not  too  distant  future. 


*"Ethics:    The  Profession  on   Trial,"   The  Journal  of  Accountancy   (November 
1955)'  Page  76- 
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Sec.  30  —  OTHER  RULES  RELATING  TO  INDEPENDENCE 

In  addition  to  the  specific  rules  of  conduct  mentioned  in  this 
chapter,  a  number  of  other  rules  have  a  direct  bearing  on  the 
independence  of  the  certified  public  accountant:  notably,  Rule 
Number  5,  requiring  conformity  with  generally  accepted  ac- 
counting and  auditing  standards  and  procedures;  Rule  Number 
9,  dealing  with  contingent  fees;  Rule  Number  4,  dealing  with 
occupations  incompatible  with  public  accounting;  Rule  Num- 
ber 3,  dealing  with  commissions,  brokerage  and  fee-splitting. 
Since  these  rules  involve  other  ethical  questions,  in  addition  to 
their  relation  to  independence,  they  will  be  discussed  separately 
in  later  chapters. 

To  sum  up,  independence  has  two  meanings  to  the  certified 
public  accountant.  First,  in  the  sense  of  not  being  subordinate, 
it  means  an  aspect  of  integrity,  which  is  expected  of  all  profes- 
sional men,  and  enables  them  to  accept  responsibility.  Second, 
in  the  narrower  sense  in  which  it  is  used  in  conjunction  with 
auditing  and  expression  of  opinions  on  financial  statements, 
independence  means  avoidance  of  any  relationships  which 
might,  even  subconsciously,  impair  the  CPA's  objectivity  as 
auditor.  Many  of  these  relationships  have  been  spelled  out,  but 
there  remain  unanswered  questions  on  which  it  might  be  desir- 
able to  have  official  clarification. 


Chapter  4 

THE     PROFESSIONAL 
ATTITUDE 


TOGETHER  with  competence,  independence  and  integrity, 
there  is  another  basic  ethical  concept  which  underlies  the 
rules  of  professional  conduct.  This  is  the  concept  which  largely 
distinguishes  a  profession  from  business— that  professional  men 
assume  an  obligation  to  place  public  service  ahead  of  reward. 
Why  should  any  group  voluntarily  accept  such  an  obligation? 
Because  it  is  otherwise  impossible  to  achieve  recognition  as  a 
profession.  Acceptance  of  this  obligation  is  by  definition  the 
professional  attitude. 

Without  such  recognition  it  is  impossible  for  any  vocational 
group,  even  if  it  possesses  all  the  other  attributes  of  a  profession, 
to  realize  its  maximum  opportunities  for  service,  and  to  obtain 
the  full  satisfaction  to  be  derived  from  public  confidence  and 
approval. 
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Sec.   3 1  —  RECOGNITION   AS  A   PROFESSION 

When  someone  needs  a  type  of  service  commonly  associated 
with  the  skills  of  a  recognized  profession,  he  almost  automati- 
cally turns  to  a  member  of  that  profession  for  help.  To  a  greater 
or  less  extent,  a  recognized  profession  tends  to  acquire  an  ex- 
clusive franchise  in  the  field  of  work  with  which  it  is  identified. 
In  some  fields,  where  the  health  or  welfare  of  citizens  would 
clearly  be  endangered  if  unqualified  persons  were  permitted  to 
provide  a  type  of  service— as  in  medicine  or  law— the  profession's 
monopoly  is  bestowed  upon  it  by  law  and  enforced  by  the  courts. 
Other  professional  groups,  including  certified  public  account- 
ants, acquire  partial  monopolies  in  some  fields  of  work  mainly 
by  virtue  of  the  fact  that  the  public  gradually  acquires  con- 
fidence in  the  ability  of  members  of  that  profession  to  do  that 
kind  of  work. 

In  some  of  the  states  where  "regulatory"  laws  exist,  certified 
public  accountants  are  given  the  exclusive  right  to  perform 
certain  services,  such  as  the  expression  of  professional  opinions 
on  financial  statements  (although  this  right  must  be  shared 
temporarily  with  public  accountants  licensed  to  practice  under 
such  laws).  But  even  without  benefit  of  legislation,  the  habits  of 
the  business  and  financial  community  have  resulted  in  wide 
acceptance  of  the  idea  that  certified  public  accountants  should 
be  engaged  when  professional  opinions  on  financial  statements 
are  needed. 

To  the  extent  that  a  profession  acquires  either  by  law  or  by 
custom  an  exclusive  privilege  to  do  certain  kinds  of  work,  the 
members  of  that  profession  are  freed  from  uninhibited  competi- 
tion. This  permits  concentration  on  improvement  of  the  quality 
of  service,  encourages  independence,  and  permits  practice  in  an 
atmosphere  of  dignity  and  self-respect. 

Equally  important  is  personal  recognition  as  a  member  of  a 
profession.  One  of  the  greatest  satisfactions  in  life  is  to  win  the 
respect  and  goodwill  of  one's  fellow  men.  Each  individual  learns 
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from  his  own  experience  (and  modern  social  science  confirms 
what  he  learns)  that  once  the  basic  physiological  needs  are  satis- 
fied, one  of  the  greatest  urges  to  achievement  is  the  desire  for 
the  approbation  of  one's  family,  one's  neighbors,  and  the  com- 
munity as  a  whole. 

In  the  highly  complex  society  of  the  United  States  of  Amer- 
ica, in  the  mid-twentieth  century,  public  respect  and  admira- 
tion are  won  most  readily  by  service  to  the  public.  People 
who  do  the  most  for  others  are  rewarded  with  the  greatest 
honors.  Political  leaders,  military  leaders,  great  teachers  and 
scientists,  artists,  outstanding  industrial  managers,  labor  leaders, 
and  professional  men  are  all  generally  regarded  as  public  serv- 
ants, and  are  therefore  accorded  a  measure  of  public  respect 
greater  than  that  given  to  people  who  are  known  to  be  working 
only  for  their  own  enrichment. 

Recognition  as  an  accredited  member  of  an  accepted  pro- 
fession, therefore,  satisfies  two  basic  needs  of  man:  it  helps 
him  make  a  living  and  it  helps  him  win  the  respect  of  his  fellow 
citizens. 

In  return  for  these  rewards,  the  public  expects  professional 
men  to  serve  the  public  interest.  Indeed,  it  is  because  they  are 
believed  to  serve  the  public  interest  that  they  are  accorded 
certain  privileges  and  are  regarded  with  respect. 

Certified  public  accountants  have  achieved  wide  recognition 
as  a  profession.  However,  their  abilities  and  the  importance  of 
their  work  to  the  public  are  still  not  fully  understood.  The  day 
has  not  yet  come  when  the  accounting  profession  is  universally 
recognized  as  "the  profession  of  business."  But  the  opportunities 
in  the  immediate  future  are  challenging. 


Sec.    32  —  THE   ACCOUNTING   PROFESSION 
AND  THE   NEW   SOCIETY 

In  the  United  States  a  new  form  of  society  seems  to  be  in  the 
process  of  building.  It  might  be  called  "supervised  free  enter- 
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prise."  It  attempts  to  combine  the  creative  forces  of  competition 
in  business  with  safeguards  against  exploitation  of  one  group 
of  citizens  by  another.  Its  objective  is  a  higher  standard  of  living 
for  everyone.  It  requires  ever-increasing  productivity,  which  in 
turn  calls  for  ever-increasing  investments  in  labor-saving  ma- 
chinery. The  system  is  made  workable  largely  by  imposing 
accountability  on  business  management— accountability  to  stock- 
holders, investors,  creditors,  governmental  regulatory  agencies, 
taxing  authorities,  and  others  who  have  legitimate  interests  in 
the  enterprise  concerned. 

Such  a  system  creates  virtually  unlimited  opportunities  for 
service  by  a  profession  whose  members  are  recognized  as  com- 
petent and  responsible  experts  in  analysis,  measurement  and 
reporting  of  business  costs,  profits,  assets,  liabilities  and  equities; 
whose  opinions  add  credibility  to  financial  statements;  who  are 
accepted  as  advisers  to  business  management  on  the  adaptation 
of  accounting  as  an  instrument  of  administrative  control;  who 
are  in  demand  as  representatives  of  business  in  situations  where 
accounting  data  need  to  be  explained  or  justified.  In  all  these 
types  of  service  and  many  others,  certified  public  accountants 
have  so  far  only  scratched  the  surface  of  their  opportunities. 


Sec.   33  —  WHAT   IS   THE   PROFESSIONAL   ATTITUDE? 

Professional  recognition  comes  from  the  public's  reaction  to 
what  members  of  the  profession  actually  do— not  what  they  say 
about  themselves.  To  maintain  and  broaden  public  confidence 
they  must  act  like  professional  men— they  must  maintain  a 
professional  attitude.  They  can  never  afford  to  take  their 
recognition  for  granted  and  become  careless  in  their  professional 
conduct. 

In  the  preface  to  his  recent  book,  Legal  Ethics,  Henry  S. 
Drinker  quotes  from  the  Preamble  to  the  Canons  of  Profes- 
sional Ethics  of  the  American  Bar  Association,  as  follows: 
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In  America,  where  the  stability  of  the  courts  and  of  all  depart- 
ments of  government  rests  upon  the  approval  of  the  people,  it 
is  peculiarly  essential  that  the  system  for  establishing  and 
dispensing  justice  be  ...  so  maintained  that  the  public  shall 
have  absolute  confidence  in  the  integrity  and  impartiality  of 
its  administration  ...  It  cannot  be  so  maintained  unless  the 
conduct  and  motives  of  our  profession  are  such  as  to  merit  the 
approval  of  all  just  men. 

This  inspiring  statement  can  be  paraphrased  so  as  to  apply 
to  the  accounting  profession: 

In  America,  where  the  free-enterprise  economic  system  rests 
largely  on  voluntary  investment  of  the  people's  savings;  where 
the  government  is  supported  largely  by  voluntary  self-assess- 
ment of  taxes  on  income;  where  faith  in  the  system  is  sustained 
by  the  accountability  of  economic  institutions  to  those  who  have 
a  legitimate  interest  in  their  affairs;  where  creative  competition 
requires  all  business  managers  to  have  timely  and  accurate 
financial  information,  it  is  peculiarly  essential  that  the  system 
of  financial  reporting  be  so  maintained  that  the  public  shall 
have  s  absolute  confidence  in  the  soundness  and  integrity  of 
statements  of  costs,  profits,  financial  position,  and  other  ac- 
counting data.  It  cannot  be  so  maintained  unless  the  conduct 
and  motives  of  certified  public  accountants  are  such  as  to  merit 
the  approval  of  all  just  men. 

Mr.  Drinker  explains  "the  conduct  and  motives"  of  a  profes- 
sion which  will  merit  the  approval  of  "all  just  men."  He  says  in 
part: 

The  lawyer  must  not  only  be  honest  and  upright  but  must  be 
believed  to  be  so  by  clients,  court,  colleagues,  and  by  his  fellow 
citizens  .  .  .  To  maintain  the  position  to  which  our  traditions, 
our  training,  and  our  duties  and  responsibilities  entitle  us,  we 
lawyers  must  live  and  act  in  the  way  which  we  know  is  right, 
irrespective  of  statutes,  court  decisions,  canons  of  ethics,  and 
disbarment  proceedings.  [Emphasis  supplied.] 
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Mr.  Drinker  accepts  a  definition  of  a  profession  as: 

A  group  of  men  pursuing  a  learned  art  as  a  common  calling  in 
the  spirit  of  public  service,— no  less  a  public  service  because  it 
may  incidentally  be  a  means  of  livelihood. 

He  states  the  primary  characteristics  which  distinguish  a 
profession  from  business  as  (1)  a  duty  of  public  service,  of 
which  the  emolument  is  a  by-product,  and  in  which  one  may 
attain  the  highest  eminence  without  making  much  money;  (2) 
a  relation  to  clients  in  the  highest  degree  fiduciary;  (3)  a  rela- 
tion to  colleagues  characterized  by  candor,  fairness  and  unwill- 
ingness to  resort  to  current  business  methods  of  advertising,  to 
encroachment  on  practice,  or  to  dealing  directly  with  their 
clients. 

These  general  principles  apply  appropriately  to  certified 
public  accountants.  But  generalizations  alone  are  not  enough. 
The  student  and  the  young  practitioner  are  entitled  to  some 
specific  guidance  to  appropriate  conduct  in  particular  circum- 
stances. One  of  the  purposes  of  the  Rules  of  Professional  Con- 
duct of  the  American  Institute  of  Accountants  is  to  provide 
some  guidance  of  this  kind. 


sec.  34  —  specific  rules  encouraging  the 
"professional  attitude" 

The  objective  of  many  of  the  Rules  of  Professional  Conduct  is 
to  encourage  a  type  of  behavior  which  will  indicate  that  a 
professional  certified  public  accountant  is  primarily  interested 
in  service  to  his  clients  and  the  public. 

No  one  suggests  that  a  practitioner  should  pretend  that  the 
making  of  a  living  is  of  no  interest  to  him.  This  would  be  an 
artificial  pose,  and  few  people  would  believe  it.  Nor  will  he 
succeed  in  creating  the  impression  that  he  is  primarily  interested 
in  service  unless  it  happens  to  be  true.  His  first  job  may  be  to 
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cultivate  his  own  motivation  to  service— that  is,  to  make  it  clear 
to  himself,  in  his  own  thinking,  that  he  is  interested  first  in 
doing  a  good  professional  job,  and  second,  in  the  compensation. 
He  can  do  this  without  any  disadvantage  to  himself  or  his 
family,  because  experience  shows  that  a  professional  man  who 
does  concentrate  on  service  and  on  improving  his  capacity  to 
serve  has  little  need  to  be  concerned  about  money.  The  world 
will  beat  a  path  to  his  door. 

One  way  of  avoiding  the  impression  that  money-making  is 
the  primary  interest  is  to  avoid  behavior  commonly  associated 
with  commercial  activities— for  example,  advertising  and  solici- 
tation, competitive  bidding,  and  the  giving  and  receiving  of 
commissions  and  brokerage. 

The  rules  of  conduct  on  these  subjects  are  among  the  founda- 
tions of  the  professional  attitude.  They  are  among  the  things 
which  stamp  the  certified  public  accountant  as  a  professional 
man. 


Sec.   35  —  ADVERTISING 

Rule  Number   10  of  the  Institute's  Rules  of  Professional 
Conduct  reads  as  follows: 

10.     A  member  shall  not  advertise  his  professional  attainments 

or  services: 

(a)  The  publication  of  what  is  technically  known  as  a 
card  is  restricted  to  an  announcement  of  the  name, 
title  (Member  of  American  Institute  of  Accountants, 
CPA,  or  other  professional  affiliation  or  designation), 
class  of  service,  and  address  of  the  person  or  firm, 
issued  in  connection  with  the  announcement  of 
change  of  address  or  personnel  of  firm,  and  shall  not 
exceed  two  columns  in  width  and  three  inches  in 
depth  if  appearing  in  a  newspaper,  and  not  exceed 
one-quarter  of  a  page  if  appearing  in  a  magazine  or 
similar  publication. 
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(b)  A  paid  listing  in  a  directory  is  restricted  to  the  name, 
title,  class  of  service,  address  and  telephone  number  of 
the  person  or  firm,  and  it  shall  not  appear  in  bold  type, 
box,  or  other  form  of  display,  or  in  a  style  which  differ- 
entiates it  from  other  listings  in  the  same  directory. 

In  its  October  1955  report,  the  Institute's  committee  on 
professional  ethics  suggested  two  possible  changes  in  this  rule. 

(1)  That  the  publication  of  cards  in  public  prints  announcing 
changes  of  address  or  firm  personnel  be  abolished,  and  that 
only  mailing  of  announcements  of  such  changes  to  clients 
and  personal  acquaintances  be  permitted; 

(2)  That  the  present  permission  to  indicate  "class  of  service"  on 
cards  and  letterheads  be  abolished. 

These  suggestions  are  now  under  study,  and  recommenda- 
tions for  amendment  of  the  rule  to  put  them  into  effect  may  be 
forthcoming. 

While  there  may  have  been  good  reasons  in  an  earlier  day  for 
the  present  provisions  of  the  rule,  there  seems  to  be  no  longer 
any  good  reason  why  a  certified  public  accountant  should  pub- 
lish in  the  newspaper  a  change  of  address,  or  a  notice  of  the 
admission  of  a  new  partner,  which  is  presumably  of  interest 
only  to  his  clients  and  friends;  nor  for  the  inclusion  of  descrip- 
tions on  letterheads  or  elsewhere  of  classes  of  services  rendered, 
such  as  audits,  taxes,  systems,  which  most  people  are  aware  are 
the  usual  services  of  the  professional  certified  public  accountant. 

The  general  prohibition  of  advertising  is  accepted  today 
without  much  question. 

To  be  sure,  there  is  nothing  illegal  or  immoral  about  adver- 
tising as  such,  but  it  is  almost  universally  regarded  as  unprofes- 
sional. 

Younger  accountants  are  sometimes  tempted  to  use  the  most 
direct  means  of  becoming  known  in  the  community,  which  is 
advertising  or  soliciting,  and  they  sometimes  suspect  that  the 
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rules  are  the  result  of  a  conspiracy  among  their  older  and  more 
successful  colleagues  to  protect  themselves  against  new  com- 
petition. 

Actually  the  rule  against  advertising  has  many  sound  reasons 
to  support  it.  They  may  be  summarized  as  follows: 

(a)  Advertising  doesn't  pay.  Professional  accounting  service  in- 
volves a  peculiarly  intimate  personal  relationship.  The 
client  opens  his  private  affairs  to  the  accountant.  Naturally 
he  prefers  to  engage  an  accountant  whom  he  knows  per- 
sonally. The  accountants  in  the  early  days  who  tried  adver- 
tising agreed  for  the  most  part  that  it  did  not  attract  clients. 

(b)  Advertising  is  not  appropriate.  Professional  accounting 
service  is  not  a  commodity.  Its  value  depends  on  the  knowl- 
edge, skill,  experience,  and  integrity  of  the  certified  public 
accountant.  One  can  appropriately  advertise  the  merit  of  a 
tangible  product,  but  who  would  be  impressed  with  a  man's 
own  statement  that  he  is  intelligent,  skillful,  experienced, 
and  honest?  One  prefers  to  engage  a  physician  who  is  rec- 
ommended by  friends  who  have  benefited  by  his  ministra- 
tions. The  same  is  true  of  a  lawyer  and  a  certified  public 
accountant. 

(c)  Advertising  smacks  of  commercialism.  Recognition  as  a 
member  of  a  profession  has  real  value.  Why  throw  it  away 
by  behaving  as  though  one  were  engaged  in  the  selling  of  a 
commodity? 

(d)  Advertising  would  not  benefit  the  young  practitioner.  If  it 
were  generally  permitted  and  regarded  as  desirable,  the 
larger,  well-established  firms  could  afford  to  advertise  on  a 
scale  that  would  throw  the  young  practitioner  wholly  in  the 
shade.  The  reason  advertising  sometimes  seems  tempting  to 
him  is  that  no  other  accredited  accountants  indulge  in  it. 
For  a  few  dollars  he  could  be  the  center  of  attention,  be- 
cause there  is  no  competition.  If  there  were  a  free-for-all, 
his  little  advertisement  would  be  buried. 
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Opinions  of  Institute's  Committee  on  Ethics 

REPRODUCTION  OF  LETTERHEAD  IN  TEXTBOOK 

A  member  asked  if  a  textbook  could  contain  a  sample  long 
form  audit  report  on  his  letterhead.  The  committee  felt  the 
sample  report  might  be  construed  as  advertising,  but  that  there 
would  be  no  objection  if  the  report  bore  a  fictitious  name.  It 
was  suggested  that  good  professional  practice  would  permit  the 
publisher  to  acknowledge  the  member's  preparation  of  the  re- 
port. 

PUBLICATION  AND   SALE   OF   ACCOUNTING  MANUAL 

A  member  was  thinking  of  publishing  a  manual  on  an  account- 
ing system  he  had  devised  for  ranchers,  farmers  and  small  busi- 
nessmen. Advertising  would  be  directed  solely  to  members  of 
the  public  accounting  profession.  The  committee  saw  no  ob- 
jection to  his  proposal. 

COPYRIGHT  OF  ACCOUNTING  SYSTEM 

A  member  devised  an  accounting  system  and  wished  to  mark 
each  sheet  "Copyrighted  1954  by  John  Doe,  CPA."  The  commit- 
tee ruled  that  his  copyright  protection  would  not  be  impaired 
by  omission  of  the  designation  "CPA."  The  committee's  May 
1947  report  was  cited  for  authority.  The  report  stated  that 
reference  to  a  CPA  firm  on  accounting  forms,  which  would  be 
seen  by  others,  might  be  viewed  as  indirect  advertising. 

LETTERHEADS,  CORRESPONDENTS 

The  committee  ruled  that  a  member  firm  may  show  on  its 
letterhead  the  cities  in  which  its  correspondent  firms  are  located. 

LISTING  OF  STAFF  MEN 

If  a  firm  wishes  to  show  on  its  letterhead  the  names  of  ac- 
countants with  the  firm  who  are  not  partners,  it  may  do  so 
provided  the  partners  are  shown  first  in  order,  followed  by 
a  line  to  separate  them  from  staff  members.  In  this  way  the 
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public  is  put  on  notice  that  those  below  the  line  are  not 
principals. 

CALLING  CARDS 

The  committe  considered  it  in  poor  taste  to  list  on  a  calling 
card  the  names  of  all  members  of  the  firm.  It  is  customary  to 
show  only  the  firm  name  and  the  name  of  the  person  present- 
ing the  card. 

SIGNS 

The  committee  ruled  that  an  accountant's  name  on  the  mar- 
quee or  in  the  lobby  of  a  hotel  would  violate  the  spirit  of  the 
Institute's  rule  against  advertising. 

OUTSIDE  SIGNS 

Although  large  outside  signs  are  not  permitted,  a  plaque  or 
sign  bearing  the  name  and  title  of  a  CPA  is  unobjectionable. 
The  letters  should  not  be  more  than  three  or  four  inches 
high.  The  sign  itself  should  of  course  be  in  good  taste  and 
modest  in  size,  so  that  no  one  could  view  it  as  advertising. 

SIGNS,  BUILDING  DIRECTORIES 

Where  an  office  building  has  the  customary  building  directory, 
the  committee  disapproves  any  sign  other  than  the  regular 
directory  listing. 

WINDOW  SIGNS 

The  committee  ruled  that  window  signs  advertising  such 
classes  of  service  as  preparation  of  tax  returns  and  systems 
installation  are  improper.  However,  a  member  may  have  his 
name  in  modest  letters  on  his  office  window,  if  this  practice  is 
not  offensive  to  local  custom. 

NAMES  ON  OFFICE  DOOR 

A  member  firm  listed  partners'  names  on  the  office  door  and 
the  names  of  uncertified  accountants  associated  with  the  firm, 
with  a  line  separating  the  partners  from  the  employees.  The 
committee  saw  nothing  improper  in  this. 
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ADVERTISING  A  TAX  COURSE 

Two  members  wished  to  mail  circulars  soliciting  enrollments 
in  a  course  in  federal  income  taxation  which  they  were  think- 
ing of  establishing.  The  committee  approved  the  use  of  the 
accountants'  names  and  CPA  designation  but  not  their  firm's 
business  address  on  the  letterhead  of  the  school.  The  com- 
mittee cautioned  that  all  activities  of  the  school  should  be 
clearly  differentiated  from  the  members'  accounting  practice. 

ADVERTISING  A  BOOKKEEPING  SERVICE 

A  member  announced  in  a  newspaper  that  one  of  his  firm's 
employees  had  been  appointed  manager  of  its  "Bookkeeping 
Service  Company."  The  committee  thought  the  effect  of  the 
advertisement  was  to  announce  that  a  CPA  was  offering  a  book- 
keeping service  to  the  public.  This  was  regarded  as  violation 
of  Rule  Number  10. 

ANNOUNCEMENT  BY  MAIL 

A  member  wished  to  prepare  a  letter  stating  that  through  the 
telephone  company's  error  his  name  had  been  omitted  from 
the  classified  directory.  He  wished  to  announce,  without  solicit- 
ing additional  work,  that  he  was  still  in  practice.  He  would 
restrict  the  mailing  to  clients,  bankers,  and  attorneys  who 
had  referred  clients  to  him.  The  committee  felt  this  procedure 
was  proper. 

ANNOUNCEMENT  OF  CHANGE  IN  OFFICE  HOURS 

A  member  who  had  a  few  months  earlier  announced  the  es- 
tablishment of  his  practice  wished  to  announce  in  the  press 
a  change  in  his  office  hours.  The  committee  ruled  that  the 
contemplated  announcement  would  violate  Rule  Number  10. 

SERVICE  CLUB  PROGRAM 

A  CPA  wished  to  contribute  to  a  service  club  advertising  pro- 
gram by  purchasing  space  in  the  benefit  program.  He  wished 
to  print  his  name  in  this  space  without  reference  to  his  occu- 
pation. The  committee  felt  that  this  would  not  be  a  violation. 
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The  alternate  suggestion  was  made  that  the  space  might  simply 
carry  such  a  message  as  "Compliments  of  a  Friend." 

ANNOUNCEMENT  OF  PERSONNEL  CHANGES 

Announcement  of  changes  of  a  firm's  personnel  should  be 
limited  to  changes  of  partners  and  supervisory  personnel.  If 
all  staff  changes  were  announced,  the  larger  firms  might,  if  they 
chose,  carry  cards  in  the  local  press  nearly  every  day. 

CLASSIFIED  ADVERTISEMENT 

A  member  may  put  a  blind  advertisement  in  the  paper  an- 
nouncing himself  as  available  for  work  with  an  accounting 
firm.  He  may  use  the  designation  "CPA"  and  "Member,  Ameri- 
can Institute  of  Accountants." 

ADVERTISING  THROUGH  A  THIRD  PARTY 

When  mailing  statements  to  its  depositors,  a  bank  announced 
that  a  named  firm  of  CPAs  would  have  representatives  in  the 
bank  at  stated  hours  to  assist  depositors  in  preparing  individual 
or  corporate  tax  returns.  The  committee  held  that  if  the  firm 
charged  the  taxpayers  the  plan  would  violate  the  rules  against 
advertising  and  solicitation,  since  the  firm  would  be  using  the 
bank  to  carry  out  acts  which  it  could  not  ethically  perform 
itself. 

TV  APPEARANCES 

The  committee  would  dislike  to  see  a  rash  of  appearances  on 
television  by  CPAs  affirming  statements  that  do  not  require 
auditing  or  other  technical  work.  The  committee  would  not 
object  to  a  member's  appearance  on  a  program  such  as  a  tele- 
vised stockholders  meeting  of  a  corporation  of  which  he  had 
served  as  auditor,  or  on  a  state-society-sponsored  tax  informa- 
tion program. 

DEDICATION  OF  RADIO  PROGRAM 

A  bank  wished  to  dedicate  a  radio  program  to  a  CPA  firm,  as 
part  of  a  series  each  dedicated  to  a  valued  customer.  In  addi- 
tion to  credit  lines,  a  two-minute  tribute  was  to  be  given  out- 
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lining  the  important  part  the  firm  had  played  in  building 
the  community. 

The  committee  would  not  approve  the  project,  in  spite  of  the 
fact  that  the  firm  would  pay  nothing  for  the  advertising  it 
would  receive  through  the  bank. 

RADIO  PROGRAM 

A  member  wished  to  give  periodic  radio  talks  on  income  taxes, 
to  be  sponsored  by  one  of  his  clients.  The  committee  said 
there  was  nothing  improper  in  this,  that  his  name  could  be 
given,  and  that  he  could  be  described  as  a  CPA.  His  business 
address  could  not  be  mentioned,  however;  nor  should  there 
be  any  suggestion  that  his  professional  services  are  available  to 
taxpayers  for  a  fee. 

DISTRIBUTION  OF  FIRM  HISTORY 

An  accounting  firm  asked  if  it  could  properly  distribute  a 
book  outlining  its  history  and  accomplishments  to  the  follow- 
ing: officers  and  directors  of  corporations  audited  by  the  firm, 
members  of  partnerships  audited,  bankers  and  lawyers  who 
were  personal  acquaintances,  and  personal  friends  of  the 
partners. 

The  committee  ruled  that  such  a  distribution  was  proper. 


Sec.  36  —  ANNOUNCEMENTS  THROUGH  THE  MAIL 

Cards  carrying  simple  announcements  of  change  of  address  or 
changes  in  the  personnel  of  the  firm  may  properly  be  sent 
through  the  mail  to  clients  and  friends— that  is,  to  those  who 
presumably  would  wish  to  have  the  information  contained  in 
the  announcement.  This  does  not  mean  every  mere  acquaint- 
ance, nor  every  banker  or  lawyer  in  town;  particularly  it  does 
not  mean  friends  who  are  served  by  other  public  accountants. 

No  type  of  advertisement  other  than  formal  announcements 
should  be  sent  through  the  mail.  It  is,  of  course,  permissible  for 
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a  certified  public  accountant  to  send  to  his  clients  and  personal 
friends  any  information  which  he  believes  would  interest  them, 
and  some  accounting  firms  make  a  practice  of  sending  their 
clients  letters  calling  attention  to  new  developments  in  methods 
or  uses  of  accounting,  important  tax  legislation  or  decisions, 
and  similar  material.  The  moment  such  material  comes  into  the 
hands  of  someone  who  is  not  a  client  or  a  personal  friend,  how- 
ever, it  may  give  rise  to  criticism. 


Sec.  37  —  "boiler  plate" 

Some  publishers  print  little  booklets  summarizing  new  tax 
legislation  or  decisions,  or  other  information  which  might  in- 
terest businessmen.  These  booklets  are  offered  for  sale  to  CPAs, 
with  imprint  on  the  cover  of  the  name  and  address  of  any  CPA 
who  may  wish  to  send  them  to  his  clients.  Such  material  may 
not  be  mailed  to  others  than  clients  without  violating  the  rules. 
The  Institute's  committee  on  professional  ethics  does  not 
approve  such  use  of  prefabricated  material,  even  for  the  edifica- 
tion of  clients.  The  appearance  of  the  accountant's  name  on 
the  cover  might  seem  to  some  recipients  of  the  booklet  to  signify 
that  he  prepared  the  contents,  which  is  not  the  fact.  Even 
worse,  it  might  seem  a  clumsy  attempt  to  deceive.  If  the  CPA 
believes  the  material  would  be  useful  to  his  client,  there  is  no 
need  of  having  the  CPA's  name  printed  on  the  booklet.  With 
better  effect  he  may  simply  write  a  personal  note  to  his  client 
explaining  why  it  is  sent. 


Opinions  of  Institute's  Committee  on  Ethics 

CANNED  NEWSLETTERS 

Imprinting  the  name  of  a  member  on  newsletters,  tax  booklets 
or  other  similar  publications  prepared  by  others  and  distrib- 
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uted  by  the  member  does  not  add  to  their  usefulness.  The 
imprint  suggests  circumventing  the  rule  against  advertising. 
The  committee  concluded  that  distribution  of  such  material 
is  not  in  the  interest  of  the  public  or  the  profession. 

The  committee  saw  no  objection  to  distributing  the  material 
without  imprint,  provided  the  distribution  is  limited  in  a 
manner  consistent  with  Rule  Number  7. 

CANNED  NEWSLETTER 

A  member  asked  if  he  might  send  canned  newsletters  to  his 
clients  without  his  imprint  but  with  his  business  card  clipped 
to  the  material.  The  committee  did  not  object  seriously  to  this 
mode  of  distribution.  However,  it  recommended  that  the 
material  be  distributed  with  a  covering  letter  expressly  dis- 
claiming authorship. 


Sec.    38  —  LISTING   IN   DIRECTORIES 

The  Institute's  committee  on  professional  ethics  has  pro- 
mulgated two  fairly  detailed  statements  interpreting  Rule  Num- 
ber 10  as  it  applies  to  listings  in  directories,  as  follows: 

.  .  .  the  committee  has  interpreted  the  rule  in  its  application 
to  listings  of  names  and  addresses  of  members  and  associates 
of  the  Institute  in  directories.  The  committee  believes  that 
the  rule  prohibits  such  listings  in  bold  type,  or  in  any  other 
form  which  differentiates  them  from  other  names  and  addresses 
in  the  same  list.  This  belief  is  based  on  the  language  of  the 
rule,  which  states  that  a  member  shall  not  advertise  his  pro- 
fessional attainments  or  services.  In  the  committee's  judgment, 
directory  listings  in  special  type  or  boxes  are  a  form  of  display 
advertising  intended  to  attract  attention  to  the  professional 
services  of  the  firm  or  individual  so  listed. 

The  committee  believes  that  the  amended  rule  does  not  pro- 
hibit members  from  being  listed  in  telephone  and  other  general 
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directories,  but  that  the  use  of  special  type  or  other  form  of 
display  to  attract  attention  constitutes  advertising,  is  undigni- 
fied and  unprofessional  in  character,  and  is  detrimental  to  the 
interests  of  the  profession  as  a  whole. 

The  question  has  been  submitted  to  the  American  Institute 
of  Accountants'  committee  on  professional  ethics  whether 
the  name,  address,  and  professional  qualifications  of  a  mem- 
ber of  the  Institute  may  be  listed  in  a  directory  without  vio- 
lation of  the  rules  of  professional  conduct. 

It  is  the  opinion  of  the  committee  on  professional  ethics  that 
it  would  be  a  violation  of  Rule  Number  10  of  the  Rules  of 
Professional  Conduct  if  descriptive  information  about  the  pro- 
fessional qualifications  of  a  member  were  published  with  his 
name  and  address  in  a  directory,  in  consideration  of  any  pay- 
ment, direct  or  indirect,  by  such  member. 

This  opinion  is  based  upon  the  language  of  Rule  Number  10, 
which  states  that  "members  shall  not  advertise  their  professional 
attainments  or  services."  In  the  opinion  of  the  committee,  the 
publication  of  descriptive  material  in  conjunction  with  the 
listing  of  name  of  a  member  in  a  directory,  in  consideration  of 
any  payment  by  him,  would  constitute  advertisement  of  his 
professional  attainments.  . . . 

However,  the  committee  has  already  expressed  the  opinion  that 
Rule  Number  10  prohibits  such  listings  in  bold  type  or  in  any 
other  form  which  differentiates  them  from  other  names  and  ad- 
dresses in  the  same  list. 


When  these  statements  were  issued  they  were  received  with 
enthusiasm  all  over  the  country.  For  years  it  had  been  a  source 
of  irritation  among  certified  public  accountants  in  the  several 
communities  that  a  few  would  pay  to  have  their  names  printed 
in  classified  telephone  directories  in  type  larger  and  blacker 
than  the  others,  or  in  little  boxes  with  decorative  borders.  Even 
those  who  were  paying  for  the  added  prominence  seemed  re- 
lieved to  have  someone  tell  them  to  stop.  Whole  communities 
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of  certified  public  accountants  agreed  unanimously  to  cease 
the  practice,  with  much  satisfaction  to  all. 
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USE  OF  AIA  DESIGNATION  IN  LISTINGS 

The  committee  ruled  that  use  of  the  designation  "Member, 
American  Institute  of  Accountants"  should  be  discouraged  in 
directory  listings,  in  that  it  tended  to  differentiate  members 
from  others  listed. 

BOLD  FACE  LISTINGS 

The  committee  interpreted  Rule  Number  10  to  mean  that  bold 
face  listings  are  prohibited  in  both  the  classified  and  the  alpha- 
betical sections  of  the  telephone  directory. 

TELEPHONE  LISTINGS,  ACCOUNTANTS 

The  committee  has  encouraged  members  to  list  themselves 
under  but  one  classification  "Accountants— Certified  Public" 
in  the  classified  telephone  directories. 

LISTING  OF  PARTNERS 

The  committee  saw  no  objection  to  the  listing  of  partners  of 
accounting  firms  in  classified  directories  under  their  own  names 
and  without  reference  to  firm  affiliation. 

PART-TIME  OFFICE  LISTING 

The  committee  did  not  object  to  listing  in  the  telephone  direc- 
tory of  a  branch  office  which  is  manned  only  part  of  the  time, 
if  local  conditions  warrant  its  maintenance.  However,  it  for- 
bade listings  in  towns  in  which  the  member  does  not  maintain 
an  office. 

SERVICE  CLUB  BULLETIN 

A  member  wished  to  have  his  name  listed  in  a  service  club 
bulletin  along  with  other  professional  men  who  were  members 
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of  the  club.  The  committee  said  there  was  no  objection,  pro- 
vided listings  were  free  and  all  members  of  the  club  were 
so  listed. 

BANKERS  AND  BROKERS  DIRECTORY  LISTING 

The  committee  ruled  that  a  paid  listing  in  a  "Bankers  and 
Brokers  Directory"  would  violate  Rule  Number  10,  because  it 
would  not  be  a  general  listing  of  all  accountants. 


Sec.    39  —  ADVERTISING  PAID  FOR  BY  OTHERS 

The  rule  against  advertising  is  intended  to  deal  with  self-adver- 
tising. It  is  not  intended  to  prevent  public  recognition  of  the 
personal  achievements  of  a  certified  public  accountant.  If  a 
CPA  writes  a  book,  his  publishers  may  properly  advertise  the 
qualifications  of  the  author.  If  a  CPA  is  a  candidate  for  political 
office,  his  party  may,  of  course,  publicize  his  attainments.  Legiti- 
mate newspaper  publicity  about  CPAs,  including  their  firm 
names,  is  not  advertising,  but  gratuitous  recognition  of  some- 
thing they  have  done  which  is  of  public  interest.  The  test  of 
propriety  is  who  initiates  or  pays  for  the  advertisement.  If  the 
certified  public  accountant  himself  does,  it  is  taboo. 

One  exception  to  this  general  statement  arises  from  the  fol- 
lowing rule  of  the  Treasury  Department's  committee  on  prac- 
tice, in  Treasury  Department  Circular  230  (as  revised  in  1951): 

Sec.  2  (v).  No  enrolled  attorney  or  agent  shall  in  any  manner 
whatsoever  solicit,  directly  or  indirectly,  or  by  implication,  em- 
ployment from  persons  not  clients  or  friends  in  matters  before 
the  Treasury  Department  or  in  matters  related  thereto.  Among 
other  things  the  following  shall  be  deemed  to  be  prohibited  by 
this  paragraph: 

(1)  The  publication  of  articles  or  the  delivery  of  addresses  on 
Federal  tax  questions  by  an  enrolled  person  over  the  radio  or 
elsewhere  in  connection  with  which  the  name  of  the  firm  of 
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which  he  is  a  member,  associate,  or  employee,  or  the  address  of 
the  writer  or  speaker  is  given  either  by  the  writer,  speaker,  an- 
nouncer, or  publisher,  provided  that  nothing  herein  shall  be 
construed  to  prohibit  the  publication,  by  periodicals  admitted 
to  second-class  mailing  privileges,  of  such  information  concern- 
ing contributors  of  articles  as  is  usually  published  in  such  peri- 
odicals .  .  . 

This  rule  applies  only  to  persons  enrolled  to  practice  before 
the  Treasury  Department. 
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DISTRIBUTION  OF  TAX  BOOKLET 

A  member  was  hired  to  prepare  a  tax  booklet  to  be  distributed 
by  the  purchasers.  The  booklet  was  to  bear  his  imprint  and  the 
designation  "CPA."  The  committee  ruled  that  there  was 
nothing  improper  in  this  procedure. 

ADVERTISING  MEMBER'S  BOOK 

The  committee  ruled  that  a  publisher's  promotion  of  sales 
of  a  book  written  by  a  member  does  not  violate  Rule  Number 
10.  The  committee  held  that  an  author  had  a  responsibility  to 
require  the  publisher  to  use  good  taste  in  promotion  of  the  book. 

CPA  AS  AUTHOR 

As  an  outgrowth  of  a  professional  engagement  a  member 
wrote  a  book  and  his  firm  arranged  for  its  publication.  The 
rules  do  not  prohibit  the  publisher's  use  of  the  author's  name 
as  a  CPA  and  the  name  of  his  firm. 

cpa's  name  in  print 

Nothing  in  the  Institute's  rules  prohibits  a  member  from  pre- 
paring tax  bulletins  for  compensation.  If  the  Institute  forbade 
members  to  express  themselves  in  print,  much  helpful  material 
now  circulated  through  newspaper  columns  and  tax  services 
would  have  to  be  curtailed. 
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TAX  ARTICLES 

A  member's  client  wished  to  distribute  a  "trade  booklet"  to 
his  customers  and  asked  the  member  to  write  a  tax  article 
for  the  booklet.  The  member  asked  if  he  could  prepare  the 
article  under  his  name,  using  the  CPA  designation.  The  com- 
mittee said  that  if  the  member's  special  knowledge  was  such 
that  people  would  pay  to  have  him  write,  the  practice  was 
unobjectionable.  But  if  the  article  was  designed  to  sell  mer- 
chandise, the  accountant  would  not  be  an  independent  expert 
and  might  therefore  be  subject  to  criticism  for  advertising. 

CANDIDATES  FOR  OFFICE 

The  committee  expressed  the  view  that  a  member  intending 
to  file  for  election  to  a  local  school  board  might  properly  sub- 
stantiate his  claim  of  worthiness  for  public  office  by  using  the 
designation  "Member  of  the  American  Institute  of  Account- 
ants" on  stationery,  campaign  cards  and  window  posters,  to 
be  employed  in  connection  with  his  campaign. 


Sec.  40  —  SOLICITATION 

Rule  Number  7  of  the  Rules  of  Professional  Conduct  of  the  In- 
stitute reads  as  follows: 

7.  A  member  shall  not  directly  or  indirectly  solicit  clients  by 
circulars  or  advertisements,  nor  by  personal  communication  or 
interview,  not  warranted  by  existing  personal  relations,  and  he 
shall  not  encroach  upon  the  practice  of  another  public  ac- 
countant. A  member  may  furnish  service  to  those  who  re- 
quest it. 

Solicitation  of  professional  engagements  has  always  been  re- 
garded with  disfavor  by  intelligent  members  of  any  profession. 
There  is  something  inherently  distasteful  and  humiliating  in 
offering  for  sale  one's  own  personal  skill  and  integrity.  The 
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mere  act  of  solicitation  places  the  applicant  in  a  position 
psychologically  inferior  to  that  of  the  person  who  may  engage 
him.  In  view  of  the  certified  public  accountant's  responsibility 
to  the  public,  as  well  as  to  his  client,  it  is  particularly  desirable 
that  he  and  his  client  be  on  terms  of  equality.  It  is  sometimes 
necessary  for  a  CPA  to  tell  his  client  what  is  good  for  him,  as  a 
physician  must  tell  his  patient,  whether  he  likes  it  or  not. 
Occasionally,  a  certified  public  accountant  finds  it  necessary 
flatly  to  refuse  to  express  an  opinion  on  a  statement  in  the  form 
the  client  desires.  It  may  be  difficult  for  the  CPA  to  preserve  a 
position  of  independence  if  he  has  solicited  the  engagement  in 
the  first  place. 

In  addition,  of  course,  solicitation  contradicts  the  professional 
attitude.  It  is  the  equivalent  of  salesmanship  in  the  commercial 
world.  It  leads  to  the  impression  that  money-making,  not  service, 
is  the  primary  motive. 

A  by-product  of  the  rule  against  solicitation  is  its  good  effect 
on  relations  among  certified  public  accountants  themselves. 
This  aspect  of  the  rule  will  be  discussed  in  Relations  with 
Fellow  Practitioners,  Chapter  9. 

Opinions  of  Institute's  Committee  on  Ethics 

CHANGE  OF  CONTROL  OF  CLIENT  COMPANY 

When  the  control  of  a  client  company  is  obtained  by  a  second 
company  which  is  served  by  another  accounting  firm,  a  member 
would  not  violate  Rule  Number  7  if  he  communicated  with  the 
holding  company  and  the  accounting  firm,  in  an  effort  to  re- 
tain his  client. 


Sec.    41  —  WHAT  IS  SOLICITATION? 

There  is  no  precise  definition  of  solicitation  of  accounting 
engagements.  To  write  letters  asking  for  work,  openly  or 
inferentially,  or  to  ask  for  it  orally,  would  certainly  be  solicita- 
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tion.  There  is  nothing  improper,  however,  in  making  oneself 
known  in  the  community  by  means  of  active  participation  in 
civic  or  social  affairs,  by  public  speaking,  or  by  writing  for 
various  publications. 

When  overtures  are  made  by  a  potential  client,  a  certified 
public  accountant  is  free  to  respond  to  them.  The  rule  against 
solicitation  does  not  prevent  the  CPA  from  discussing  a  possible 
engagement  with  anyone  who  broaches  the  subject,  even  though 
he  be  presently  served  by  another  public  accountant.  In  such 
instances,  however,  it  is  considered  good  manners,  and  it  is 
certainly  good  sense,  for  the  CPA  to  defer  actual  acceptance  of 
the  engagement  until  the  client  has  informed  his  present  ac- 
countant of  the  decision  to  make  a  change.  Then,  with  the 
client's  knowledge,  the  CPA  who  is  to  succeed  to  the  engage- 
ment will  do  well  to  speak  to  the  predecessor  frankly,  informing 
him  of  the  circumstances  and  leaving  no  lingering  doubt  as  to 
who  took  the  initiative  in  bringing  about  the  change.  This 
practice  is  no  more  than  common  courtesy.  It  is  frequently 
followed  and  has  engendered  much  goodwill  among  fellow 
practitioners.  It  also  may  bring  to  light  information  which  the 
CPA  who  is  newly  undertaking  the  engagement  would  be  glad 
to  learn.   (See  Chapter  9,  pages  1  go- 191.) 


Opinions  of  Institute's  Committee  on  Ethics 

ANNOUNCEMENT  OF  AVAILABILITY  AS  CORRESPONDENT 

A  member  asked  if  it  would  be  proper  to  solicit  engagements 
from  accounting  firms  by  means  of  an  announcement  addressed 
to  some  national  firms.  The  committee  said  that  such  cards 
might  come  into  the  hands  of  persons  other  than  a  confidential 
correspondent.  This  might  give  rise  to  complaints  that  the 
sender  was  advertising  and  soliciting.  The  committee  added 
that  a  letter  or  personal  call  was  a  more  professional  way  of 
seeking  such  engagements. 
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OFFER  OF  GRATIS  SERVICE 

A  member  asked  if  he  could  offer  in  a  church  bulletin  to  pre- 
pare without  charge  federal  and  state  income  tax  returns  of  all 
persons  agreeing  to  contribute  to  the  church's  emergency  fund. 
The  committee  ruled  that  such  an  announcement  would  vio- 
late the  spirit  of  Rule  Number  7. 

firm's  services  offered  to  association's  membership 
The  committee  ruled  that  it  is  a  violation  of  the  prohibitions 
against  advertising  and  solicitation  for  a  member  retained  by  a 
trade  association  to  permit  the  association  to  offer  his  services 
to  its  members. 

ANNOUNCEMENT   OF   SYSTEMS   SPECIALIZATION 

A  member  planned  to  limit  his  practice  to  systems  installation 
and  analysis,  accepting  no  auditing  or  tax  work.  The  com- 
mittee saw  no  objection  to  his  plan  to  send  a  letter  to  public 
accounting  firms  announcing  the  opening  of  his  office  and 
offering  his  services  through  the  firms  to  their  clients. 

ANNOUNCEMENT  OF   SPECIALIZATION   IN  TAX  WORK 

It  is  not  a  violation  for  a  member  to  write  accountants  and 
lawyers  of  his  acquaintance  announcing  his  availability  as  a 
tax  consultant.  Such  a  letter  is  not  addressed  to  prospective 
clients. 

ANNOUNCEMENTS  TO  CLIENTS  OF  FORMER  EMPLOYER 

The  sending  of  announcements  to  a  former  employer's  clients, 
even  though  they  indicated  they  would  like  to  have  the  mem- 
ber continue  to  do  their  work,  would  be  a  violation  of  Rule 
Number  7. 

DISSOLUTION  OF  PARTNERSHIP 

A  member  asked  what  arrangements  should  be  made  to  prevent 
solicitation  of  clients  when  the  interest  of  a  withdrawing  part- 
ner is  purchased  by  the  remaining  partner.  The  committee 
ruled  that,  in  the  absence  of  provision  in  the  partnership  agree- 
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ment,  a  joint  letter  signed  by  all  partners  might  be  sent  to  all 
clients  before  the  dissolution  of  the  partnership.  The  letter 
might  ask  which  of  the  former  partners  should  continue  to  carry 
out  the  assignment  and  retain  working  papers. 

PARTNERSHIP  DISSOLUTION 

In  the  absence  of  agreement  the  clients  of  a  partnership  are 
the  clients  of  all  partners,  and  when  the  firm  is  dissolved 
partners  may  inform  clients  of  the  change.  After  clients  have 
indicated  which  partners  they  wish  to  serve  them,  a  former 
partner  may  not  solicit  these  clients. 

PARTNERSHIP  AGREEMENT 

On  dissolution  of  a  partnership  one  of  the  former  partners 
inquired  whether  solicitation  was  involved  when  another 
partner  announced  the  opening  of  a  new  office  in  violation  of 
the  partnership  agreement.  The  agreement  forbade  announce- 
ments by  either  partner  to  clients  introduced  to  the  former 
partner  by  the  other  partner. 

The  committee  declined  to  give  an  opinion  on  whether  an 
ethical  rule  had  been  violated.  It  would  not  adjudicate  a 
case  involving  such  a  legal  question  as  alleged  breach  of 
contract. 


Sec.  42  —  "existing  personal  relations" 

Rule  Number  7  may  be  construed  as  meaning  that  so  long  as  a 
member  of  the  Institute  does  not  use  circulars  or  advertise- 
ments, and  so  long  as  he  does  not  encroach  upon  the  practice 
of  another  public  accountant,  he  may  seek  professional  engage- 
ments by  personal  communications  to  or  interviews  with 
persons  to  whom  such  approaches  are  "warranted  by  existing 
personal  relations." 

The  Institute  provides  no  definition  of  the  phrase  "warranted 
by  existing  personal  relations." 
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As  it  happens,  however,  this  phrase  is  borrowed  from  Canon 
27  of  the  American  Bar  Association's  Canons  of  Professional 
Ethics,  which  reads  in  part  as  follows: 

It  is  unprofessional  to  solicit  professional  employment  by 
circulars,  advertisements,  through  touters,  or  by  personal 
communications  or  interviews  not  warranted  by  personal 
relations. 

In  interpreting  the  phrase,  some  bar  associations  have  stated 
that  it  means  primarily  professional  and  not  social  relations.  It 
includes  personal  friends  and  those  who  have  recommended  the 
lawyer.  It  includes  persons  with  whom  the  lawyer  "has  already 
established  such  'personal  relations'  as  would  reasonably  justify 
a  belief  that  he  enjoys  the  friendship  and  confidence  of  such 
persons  to  such  extent  that  the  person  receiving  the  announce- 
ment will  consider  it  news  of  genuine  interest  and  value  .  .  . 
such  persons  include  those  whom  he  may  properly  regard  as 
his  clients;  personal  friends  and  relatives,  members  of  the  local 
bar;  other  lawyers  with  whom  he  has  had  professional  relations, 
but  not  persons  with  whom  he  had  had  no  such  relations."  * 

It  seems  clear  that  the  phrase  "personal  relations"  in  this 
context  is  not  intended  to  be  so  broad  as  to  include  casual 
acquaintances,  or  even  social  friends  with  whom  the  practitioner 
has  had  no  previous  relationship  as  a  certified  public  accountant. 
The  phrase  certainly  excludes  clients  of  other  public  account- 
ants. 


Sec.    43  —  HOW  TO  BUILD  A  PRACTICE 

If  a  young  practitioner  newly  embarked  on  a  professional 
career  is  not  permitted  to  advertise  or  to  solicit  engagements, 
how  is  he  to  obtain  clients?  One  candidate  in  an  oral  examina- 

*  Drinker,  Legal  Ethics,  page  252. 
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tion  responded  to  this  question  by  saying  that  he  had  no 
recourse  but  to  go  into  the  closet  and  pray. 

Actually  it  is  unwise  to  undertake  public  practice  until  one 
has  a  sufficient  circle  of  friends  and  acquaintances  in  a  com- 
munity to  justify  the  hope  that  announcements  of  the  opening 
of  an  office  will  bring  some  requests  for  professional  assistance. 
After  that,  good  work  will  lead  to  further  requests.  There  is 
no  advertisement  like  a  satisfied  client. 

A  newly  established  practitioner  may  ask  friends  to  recom- 
mend him  to  others.  Bankers,  lawyers,  and  other  certified  public 
accountants  are  often  in  a  position  to  do  so.  But  the  newcomer 
must  be  patient,  and  he  must  have  enough  capital  to  be  able  to 
wait  for  the  first  engagements.  It  takes  time  for  a  community 
to  realize  that  a  new  certified  public  accountant  is  in  its  midst. 

Above  all,  the  newly  established  practitioner  should  resist 
the  temptation  to  throw  himself  in  the  way  of  clients  of  another 
firm  of  whose  staff  he  was  formerly  a  member.  He  met  those 
clients  as  an  employee  of  the  other  firm,  and  he  will  get  off  on 
the  wrong  foot  if  he  seeks  to  lure  them  to  his  own  office.  If  they 
approach  him  of  their  own  volition,  that  is  another  matter. 


Sec.    44  —  COMPETITIVE  BIDDING 

Rule  Number  14  of  the  Rules  of  Professional  Conduct  of  the 
Institute  reads  as  follows: 

14.  A  member  shall  not  make  a  competitive  bid  for  professional 
engagements  in  any  state,  territory,  or  the  District  of  Columbia, 
if  such  a  bid  would  constitute  a  violation  of  any  rule  of  the 
recognized  society  of  certified  public  accountants  or  the  official 
board  of  accountancy  in  the  state,  territory,  or  District. 

It  will  be  noted  that  this  rule  requires  members  of  the  Insti- 
tute only  to  observe  whatever  local  rules  against  bidding  are 
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applicable.  It  did  not  seem  practicable  for  the  national  organi- 
zation to  impose  a  rule  which  might  not  be  acceptable  in  some 
communities,  or  to  require  its  members  to  observe  a  rule  which 
did  not  apply  to  other  certified  public  accountants  in  their  own 
communities. 

This  does  not  mean,  however,  that  the  Institute  is  half- 
hearted in  the  belief  that  competitive  bidding  for  professional 
engagements  is  undesirable.  The  following  statement  by  the 
executive  committee  of  the  Institute  makes  its  position  clear: 

Competitive  bidding  for  engagements  to  render  professional 
service  is  unsound  and  illogical.  Certified  public  accountants 
and  their  professional  societies  have  long  endeavored  to  dis- 
courage, or  even  forbid,  the  practice,  on  the  ground  that  it 
is  harmful  both  to  those  who  receive  the  service  and  to  those 
who  render  it. 

The  reason  for  opposition  to  competitive  bidding  is  a  belief 
that  competitive  bidding  for  audit  engagements  is  not  in  the 
best  interest  either  of  the  public  or  of  the  accountancy  pro- 
fession: it  is  not  inspired  by  a  desire  to  restrict  free  and  fair 
competition,  nor  an  effort  to  monopolize  accounting  practice. 

An  audit  consists  of  an  examination  of  accounting  records 
and  underlying  data  in  conjunction  with  independent  con- 
firmation of  certain  items  which  are  susceptible  to  that  kind 
of  check.  The  extent  of  the  examination,  that  is,  the  number 
of  records  of  actual  transactions  which  will  be  scrutinized, 
and  the  number  of  items  which  will  be  independently  con- 
firmed, must  rest  largely  on  the  judgment  of  the  auditor.  It 
is  his  duty  to  make  sufficiently  extensive  investigations  and 
tests  to  satisfy  himself  that  the  records  and  financial  statements 
reflect  fairly  the  financial  position  of  the  enterprise  and  the  re- 
sults of  its  operations.  The  cost  of  such  an  examination  depends 
largely  upon  the  time  spent  by  the  certified  public  accountant 
and  his  assistants  in  doing  the  work  described.  The  final  prod- 
uct is  the  accountant's  opinion  as  to  whether  the  financial  state- 
ments as  submitted  do  present  fairly  the  position  and  the  re- 
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suits  of  operations,  with  perhaps  further  detailed  comment 
on  various  items  for  the  information  of  those  requiring  addi- 
tional information.  The  opinion  may  be  valueless  if  offered  by 
an  incompetent  person,  or  if  offered  on  the  basis  of  an  exami- 
nation which  is  inadequate  to  enable  the  accountant  to  form 
a  valid  opinion.  The  client,  however,  cannot  know  whether 
the  opinion  he  has  received  is  of  value  unless  something  later 
occurs  to  prove  the  contrary. 

The  accountant's  opinion  is  far  from  being  a  mere  intellec- 
tual abstraction.  The  readiness  with  which  bankers,  credi- 
tors, federal  and  state  governmental  agencies  and  taxing 
authorities,  and  all  other  third  parties  who  must  rely  on 
accounting  statements  accept  them  is  a  definite  and  concrete 
matter  on  which  the  success  or  failure  of  important  business 
transactions  may  depend.  Decisions  may  be  taken  by  the  owners 
or  managers  of  enterprises  on  the  strength  of  an  accountant's 
opinion  and  statements  which  may  have  serious  and  far- 
reaching  results.  There  is  no  comparative  measure  of  such 
results  either  on  a  qualitative  or  quantitative  basis. 

A  comparison  of  fees  or  rates  quoted  by  two  or  more  ac- 
countants is  worthless  since  there  is  no  means  of  measuring 
the  relative  value  of  the  services  rendered.  With  price  compe- 
tition there  is  a  strong  temptation  to  the  less  scrupulous  ac- 
countant to  submit  a  lower  bid  than  is  justified  by  the 
requirements  of  adequate  performance.  When  the  work  is 
awarded  to  him,  he  then  finds  himself  in  a  position  where,  if 
he  is  to  make  a  profit,  or  avoid  losing  money,  he  must  curtail 
the  scope  of  the  examination,  or  employ  assistants  at  lower 
than  customary  salaries. 

Just  as  an  individual  would  employ  a  physician  in  whom 
he  had  confidence,  those  requiring  accounting  services  should 
employ  a  certified  public  accountant  in  whom  they  have 
confidence,  rather  than  one  who  offers  to  perform  the  work 
at  a  lower  price.  In  the  long  run  the  client  must  depend  upon 
the  accountant's  judgment.  There  is  no  way  in  which  a  client 
can  check   the   accountant's   mental   processes   and   those   of 
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his  assistants  to  determine  that  an  adequate  examination  has 
been  made. 

Even  detailed  specifications  of  the  work  to  be  done  serve  as 
no  protection,  because  it  is  impossible  to  specify  the  exercise 
of  good  judgment.  Laying  down  rules  of  procedure  to  be  fol- 
lowed by  an  accountant  by  no  means  assures  a  good  audit. 
A  competent  accountant,  after  commencing  an  engagement, 
might  find  many  things  in  the  specifications  which  were  un- 
necessary in  the  given  case,  and  many  steps  not  mentioned  in 
the  specifications  which  should  be  taken. 

Opposition  to  competitive  bidding  does  not  indicate  any 
intention  to  seek  uniformity  in  fees  or  rates  for  accounting 
services,  nor  to  interfere  in  any  way  with  arrangements  as  to 
fees,  rates,  or  scope  of  work  which  may  properly  be  made 
between  the  client  and  his  accountant.  The  propriety  of  settling 
and  completing  such  arrangements  before  or  after  the  ac- 
countant is  engaged  is  unquestioned.  Nor  is  it  suggested  that 
clients  or  prospective  clients  may  not  properly  inquire  and  be 
informed  as  to  the  amount  or  basis  of  an  accountant's  fees 
for  services  under  discussion. 

Experience  has  shown  beyond  any  doubt,  however,  that  selec- 
tion of  accountants  on  a  competitive  price  basis  leads  to  poor 
quality  of  work.  Often  audits  undertaken  on  the  basis  of  com- 
petitive bids  are  not  worth  even  the  relatively  small  amount 
paid  for  them.  Competitive  bidding  is  incompatible  with 
service  of  a  proper  professional  standard. 

It  is  difficult,  however,  to  formulate  a  rule  against  bidding. 
A  certified  public  accountant  is  entitled  to  work  for  as  little  as 
he  pleases,  or  for  nothing  if  he  wishes.  A  client  is  entitled  to 
have  some  estimate,  however  tentative,  of  the  probable  cost  of 
an  engagement.  Such  an  estimate  is  not  a  competitive  bid  unless 
another  accountant  has  made  a  similar  estimate  on  the  same 
work.  The  existence  of  an  earlier  estimate,  however,  cannot 
always  be  known.  It  is  not  easy  to  define  and  prohibit  competi- 
tive bidding  without  appearing  to  "combine  in  restraint  of 
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trade"  or  to  make  it  unreasonably  difficult  for  a  client  to  replace 
a  practitioner  whose  charges  are  exorbitant. 

Following  are  definitions,  or  descriptions,  of  competitive 
bidding  which  have  been  adopted  by  some  state  societies  of 
certified  public  accountants: 

Competitive  bidding  is  deemed  to  be  detrimental  to  the  inter- 
ests of  the  public  and  the  accounting  profession.  No  practi- 
tioner shall  knowingly,  directly  or  indirectly,  enter  into 
bidding  for  any  type  of  professional  service  in  competition  with 
other  practitioners.  A  competitive  bid  for  professional  engage- 
ments is  defined  as:  An  offer  made  to  a  person  or  organization 
not  a  regular  client  to  perform  a  specified  service  for  a  specified 
sum,  or  any  commitment  or  estimate  having  the  same  effect. 
(Virginia) 

Competitive  bidding  is  deemed  to  be  detrimental  to  the  inter- 
ests of  the  public  and  the  accounting  profession.  A  member 
shall  not  at  any  time  knowingly,  directly  or  indirectly,  enter 
into  bidding  for  any  type  of  professional  service  whatsoever, 
in  competition  with  other  accountants.  Competitive  bidding  is 
hereby  defined  as  bidding  for  work  in  competition  with  other 
accountants  on  any  basis.  (Connecticut) 

Competitive  bidding  is  declared  to  be  inconsistent  with  the 
practice  of  a  profession  and  the  best  interests  of  the  public 
which  it  serves. 

In  view  of  the  above  declaration 

(a)  No  fixed  or  maximum  price  shall  be  quoted  for  any  ac- 
counting engagement  without  submitting  therewith  a 
definite  statement  of  the  scope  of  work  to  be  performed. 

(b)  No  member  shall  offer  to  perform  any  accounting  service 
for  a  fee  which,  in  total  or  per  diem,  is  less  than  that  which 
was  received  by  another  member,  for  services  rendered 
within  the  current  or  fiscal  year,  of  substantially  the  same 
nature  and  scope,  unless  the  member  previously  engaged 
acknowledges  his  discharge  or  retirement  from  the  engage- 
ment. 
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(c)  Lack  of  sufficient  knowledge  and  understanding  of  the 
work  undertaken  upon  which  the  last  fee  received  was 
based,  or  of  the  existence  of  such  fee,  shall  not  constitute 

a  defense  for  violation  of  this  rule. 

(d)  Subject  to  the  above  provisions  the  quotation  of  per  diem 
rates  without  the  fixed  maximum  shall  be  permitted  at  all 
times.  (Louisiana) 

An  example  of  the  policy  adopted  by  one  prominent  account- 
ing firm  on  the  subject  of  competitive  bidding  is  reflected  in 
the  following  memorandum  sent  to  all  partners  of  the  firm  in 
January  1956: 

From  time  to  time,  questions  arise  as  to  whether  we  may  prop- 
erly submit  an  oral  or  written  proposal  for  prospective  work  if 
the  proposal  involves  the  stipulation  of  a  fixed  or  maximum 
fee.  The  executive  committee  [of  the  firm]  believes  that  a  re- 
statement of  the  standards  which  have  governed  and  should 
continue  to  govern  our  practice  in  this  matter  would  be  helpful. 

Relations  with  Present  Clients:  More  often  than  not,  our 
clients  do  not  feel  the  need  of  any  arrangement  as  to  a  fee 
prior  to  our  doing  work,  but  we  should  not  hesitate,  on  ethical 
grounds,  to  comply  in  any  case  in  which  a  client  asks  us  to 
quote  either  a  stated  fee  or  a  maximum  for  either  additional 
work  or  work  to  be  done  for  the  next  period. 

Relations  with  Prospective  Clients:  Competitive  bidding  is 
harmful  to  the  profession  and  is  prohibited  by  the  rules  of 
ethics  of  many  (but  not  all)  state  societies  or  boards  of  account- 
ancy. The  Rules  of  Professional  Conduct  of  the  American  In- 
stitute of  Accountants  provide  that  no  member  shall  make  a 
competitive  bid  if  to  do  so  would  violate  the  rule  of  the  state 
in  which  he  is  practicing.  It  is  our  policy  to  adhere  to  the  ap- 
plicable rules  of  conduct  governing  competitive  bidding. 

We  are  frequently  asked  to  talk  to  a  prospective  client  con- 
cerning engaging  our  services.  We  may  be  told  that  other  firms 
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are  being  asked  for  proposals  but  sometimes  we  do  not  know, 
or  cannot  readily  ascertain,  whether  this  is  so.  Even  though 
we  know  other  firms  have  received  similar  requests,  if  the  pro- 
spective client  has  not  previously  retained  auditors,  we  should 
feel  free  to  submit  a  proposal,  including  a  stated  or  maximum 
fee,  if  we  wish  to  do  so  in  the  particular  case,  unless  a  firm  bid 
would  constitute  a  violation  of  any  rule  of  the  recognized 
society  of  certified  public  accountants  or  the  official  board  of 
accountancy  in  that  state,  territory  or  district.  In  such  case  we 
can  submit  a  proposal  which  includes  an  estimate  of  our  fee  so 
long  as  we  do  not  commit  ourselves  to  a  stated  fee  or  maximum 
amount. 

If  we  find  a  prospective  client  has  previously  employed  audi- 
tors, we  should  try  to  determine  whether  such  auditors  have 
been  notified  that  they  are  not  to  be  re-engaged.  Proper  con- 
duct, in  cases  where  our  firm  is  requested  to  submit  a  proposal 
to  a  prospective  client  who  has  not  severed  an  existing  rela- 
tionship with  another  firm,  involves  considerations  of  profes- 
sional courtesy,  as  well  as  adherence  to  rules  prohibiting  com- 
petitive bidding.  We  would  prefer  that  the  standards  of  all 
firms  were  such  that  they  would  refuse  to  submit  proposals 
which  include  estimates  of  fees  or  fixed  fees  until  the  firm 
presently  serving  a  prospective  client  had  been  notified  that  it 
is  not  to  be  re-engaged.  Some  firms,  in  these  circumstances,  do 
not  hesitate  to  discuss  or  quote  fixed  fees  without  regard  to  the 
status  of  the  present  accountant.  Still  other  firms  will  quote 
rates  but  refuse  to  state  a  fixed  fee  or  maximum.  There  are 
still  other  firms  whose  practice  at  this  point  is  inconsistent  in 
different  areas. 

It  should  be  our  policy  to  extend  to  other  firms  that  same  de- 
gree of  professional  courtesy  which  we  know  they  would  extend 
to  us  in  like  situations. 

Many  governmental  bodies,  to  engage  auditors,  are  required 
to  obtain  bids  which  include  a  stated  fee  or  maximum  fee.  As 
previously  stated,  if  such  bids  would  be  contrary  to  any  rule  of 
the  recognized  state  society,  or  of  the  applicable  official  board 
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of  accountancy,  none  should  be  given.  In  some  such  cases,  we 
understand  that  the  governmental  bodies  consider  that  the  re- 
quirements of  the  law  are  met  if  they  obtain  proposals  which 
include  an  estimate  of  the  fee  without  a  commitment  to  either 
a  stated  fee  or  maximum  amount.  As  previously  indicated,  we 
can  properly  submit  such  a  proposal. 

An  interesting  question  arises  as  to  whether  the  state  society 
or  the  board  of  accountancy  of  any  state  (not  excluding  those 
of  the  District  of  Columbia)  would  have  jurisdiction  over  a 
member's  practice  before  or  for  an  agency  of  the  federal  gov- 
ernment. We  believe  that  they  would  not.  Accordingly,  where 
federal  agencies  are  required  by  law  to  obtain  bids  to  engage 
auditors,  we  should  not  hesitate  to  submit  a  proposal,  if  we 
wish  to  do  so,  which  includes  a  stated  fee  or  maximum  fee. 

It  is  the  general  opinion  in  the  profession  that  competitive 
bidding  will  be  eliminated  only  when  certified  public  account- 
ants refuse  to  quote  "fixed  fees"  for  engagements  whenever 
they  suspect  that  other  accountants  are  being  asked  to  do  like- 
wise. Enlightened  self-interest  should  ultimately  lead  to  that 
happy  result.  Bidding  if  prevalent  would  tend  to  drive  down 
the  fees  of  all  certified  public  accountants  to  the  minimum 
level,  and  this  tendency  would  not  encourage  painstaking  and 
thoughtful  professional  work.  A  vicious  circle  would  thus  be 
described,  and  both  the  public  and  the  profession  would  suffer 
from  it. 


Sec.    45  —  COMMISSIONS,  BROKERAGE  AND  FEE-SPLITTING 

Rule  Number  3  of  the  Institute's  Rules  of  Professional  Con- 
duct reads  as  follows: 

3.  Commissions,  brokerage,  or  other  participation  in  the  fees  or 
profits  of  professional  work  shall  not  be  allowed  directly  or  in- 
directly to  the  laity  by  a  member. 
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Commissions,  brokerage,  or  other  participation  in  the  fees, 
charges,  or  profits  of  work  recommended  or  turned  over  to  the 
laity  as  incident  to  services  for  clients  shall  not  be  accepted 
directly  or  indirectly  by  a  member. 

Maintenance  of  a  professional  attitude  is  one  reason  for  the 
prohibition  against  giving  or  receiving  commissions  or  bro- 
kerage, or  splitting  fees  with  the  laity.  These  things  are  not 
reprehensible  in  the  commercial,  nonprofessional  field,  but  if 
a  certified  public  accountant  engages  in  them,  the  public  may 
suspect  that  his  attitudes  and  motives  are  more  commercial  than 
professional,  that  the  service  motive  may  be  subordinate  to  the 
money-making  motive.  This  would  weaken  public  confidence 
and  the  practitioner's  prestige. 

An  equally  important  purpose  of  Rule  Number  3,  however,  is 
to  discourage  conduct  which  might  impair  relations  with  clients. 
This  aspect  of  the  rule  will  be  discussed  in  Chapter  8  (see 
page  171). 

To  sum  up,  the  professional  attitude  demonstrates  that  the 
obligation  to  serve  the  public  is  accepted  as  a  primary  obliga- 
tion, and  that  financial  gain  is  relegated  to  second  place.  To  gain 
public  recognition  as  a  profession  it  is  necessary  not  only  to 
accept  that  obligation,  but  to  act  in  such  a  way  that  the  public 
will  believe  it.  This  requires  renunciation  of  many  practices  that 
are  wholly  acceptable  in  business,  but  which,  if  carried  over  into 
professional  practice,  would  tend  to  make  it  indistinguishable 
from  business,  and  would  impair  independence  and  the  quality 
of  professional  service.  The  satisfactions  and  opportunities  for 
service  which  come  from  recognition  as  a  profession  far  out- 
weigh any  advantages  which  could  be  expected  from  abandon- 
ment of  the  professional  attitude. 
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Auditing,  Tax  Practice,  and 
Management  Services 


Chapter  5 

OPINIONS    ON 
FINANCIAL    STATEMENTS 


A  UNIQUE  service  of  the  certified  public  accountant  is  the 
auditing  of  financial  statements  and  the  certifying  of  his 
opinion  thereof  for  dissemination  to  creditors,  security  holders, 
and  the  general  public."* 

Some  of  the  services  which  practicing  certified  public  ac- 
countants offer  in  the  fields  of  tax  practice  and  management  aids 
may  also  be  rendered  by  employees  of  business  enterprises  and 
members  of  other  professions,  or  even  people  with  expert  skill 
who  are  not  professionally  qualified.  But  only  independent 
certified  public  accountants,  and  other  independent  public 
accountants  when  permitted  by  law,  offer  as  a  professional  serv- 
ice to  examine  financial  statements  and  supporting  records,  and 
express  opinions  for  which  they  take  professional  responsibility 
as  to  the  fairness  of  the  reported  financial  position  or  results  of 
operations. 

♦From  the  1947  statement  by  the  Council  of  the  American  Institute  of  Accountants 
on  the  subject  of  independence.  See  page  28. 

87 


88        Auditing,  Tax  Practice,  and  Management  Services 


Sec.  46  —  ORIGINS  OF  DEMAND  FOR  INDEPENDENT  AUDIT 

The  demand  for  this  professional  service,  which  has  been  most 
noticeable  in  English-speaking  countries,  has  been  a  direct 
result  of  the  evolution  of  the  free-enterprise  economic  system. 
Demand  for  greater  productivity  and  steadily  improving  tech- 
nology have  led  to  increasing  demands  for  money  to  provide 
plants,  machinery  and  working  capital  in  amounts  which  could 
be  obtained  only  by  wide  distribution  of  securities  to  the  public, 
or  by  extension  of  credit  on  a  scale  far  beyond  the  limits  justified 
by  personal  acquaintance  and  personal  responsibility. 


Sec.    47  —  PURPOSE  OF  INDEPENDENT  AUDIT 

A  major  purpose  of  the  independent  audit  is  to  express  a 
professional  opinion  that  financial  information  furnished  to 
prospective  investors,  stockholders,  bankers  and  other  credit 
grantors  is  reliable.  Obviously  the  extent  to  which  the  opinion 
of  a  certified  public  accountant  on  financial  statements  will  add 
to  their  credibility  in  the  eyes  of  investors  or  credit  grantors  will 
depend  on  their  confidence  in  his  independence  of  professional 
judgment,  his  technical  competence,  and  his  assumption  of  an 
ethical  responsibility  to  disclose  all  material  facts. 


Sec.    48  —  COMPLIANCE    WITH    ACCOUNTING   AND   AUDITING    PROCEDURES 

To  strengthen  public  confidence,  therefore,  the  American 
Institute  of  Accountants  has  adopted  Rules  of  Professional  Con- 
duct designed  to  reinforce  the  auditor's  independence  (some  of 
which  were  discussed  in  Chapter  2— see  pages  12-19),  and  to 
require  conformity  with  generally  accepted  accounting  prin- 
ciples and  generally  accepted  auditing  procedures,  and  the 
disclosure  of  all  material  facts. 
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Rule  Number  5  accomplishes  the  latter  purposes: 

5.  In  expressing  an  opinion  on  representations  in  financial 
statements  which  he  has  examined,  a  member  may  be  held 
guilty  of  an  act  discreditable  to  the  profession  if 

(a)  he  fails  to  disclose  a  material  fart  known  to  him  which  is 
not  disclosed  in  the  financial  statements  but  disclosure  of 
which  is  necessary  to  make  the  financial  statements  not 
misleading;  or 

(b)  he  fails  to  report  any  material  misstatement  known  to  him 
to  appear  in  the  financial  statement;  or 

(c)  he  is  materially  negligent  in  the  conduct  of  his  examina- 
tion or  in  making  his  report  thereon;  or 

(d)  he  fails  to  acquire  sufficient  information  to  warrant  ex- 
pression of  an  opinion,  or  his  exceptions  are  sufficiently 
material  to  negative  the  expression  of  an  opinion;  or 

(e)  he  fails  to  direct  attention  to  any  material  departure  from 
generally  accepted  accounting  principles  or  to  disclose  any 
material  omission  of  generally  accepted  auditing  proce- 
dure applicable  in  the  circumstances. 

This  one  rule  covers  a  lot  of  ground,  but  its  effect  is  simply 
to  require  the  independent  auditor  to  do  a  workmanlike  job, 
and  to  tell  the  truth,  the  whole  truth,  and  nothing  but  the  truth, 
without  fear  or  favor.  It  is  the  most  effective  assurance  of  both 
competence  and  independence  on  the  part  of  independent 
auditors. 


Sec.  49  —  OBJECTIVE  STANDARDS  OF  AUDITING  AND  ACCOUNTING 

Prior  to  1941,  when  Rule  Number  5  was  adopted,  the  rule  which 
it  supplanted  simply  stated  that  a  member  was  liable  to  disci- 
pline if  he  wilfully,  or  through  gross  negligence,  prepared  or 
certified  a  false  or  misleading  statement.  But  this  old  rule  did 
not  hold  the  member  to  any  objective  standard  in  determining 
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the  scope  or  intensity  of  his  examination  (audit),  or  in  deter- 
mining whether  the  accounting  principles  on  the  basis  of  which 
the  financial  statements  were  presented  were  sound  and  proper 
in  the  circumstances.  In  other  words,  the  auditor  could  rely  on 
his  own  subjective  judgment  as  to  how  extensive  an  audit  was 
necessary,  and  as  to  whether  the  accounting  principles  followed 
in  preparing  the  financial  statements  were  appropriate.  He  could 
be  disciplined  under  the  old  rule  only  if  statements  on  which 
he  expressed  an  opinion  were  proved  to  be  false  or  misleading, 
and  if  it  were  proved  that  he  knew  that  they  were  false  or  mis- 
leading, or  that  he  was  grossly  negligent. 

The  adoption  of  Rule  Number  5  was  a  great  step  forward  in 
requiring  members  to  conform  with  generally  accepted  auditing 
procedures  and  generally  accepted  accounting  principles. 

An  analysis  of  the  rule  requires  some  discussion  of  those  terms. 


Sec.  50  —  GENERALLY  ACCEPTED  AUDITING  STANDARDS 

Modern  auditing  is  based  on  testing  and  sampling,  and  the 
extent  of  the  tests  and  samples  depends  on  the  scope  and  effec- 
tiveness of  internal  control  in  the  enterprise  under  audit. 

As  early  as  1917,  the  Institute  recognized  that  some  objective 
standard  of  auditing  procedure  was  desirable,  both  as  a  guide 
to  the  profession  and  as  information  to  the  public.  An  effort  was 
made  to  indicate  such  a  standard  in  a  pamphlet  entitled  Ap- 
proved Methods  for  the  Preparation  of  Balance-Sheet  State- 
ments, prepared  by  the  Institute  and  published  by  the  Federal 
Reserve  Board.  In  1929  the  pamphlet  was  revised,  under  the 
title  Verification  of  Financial  Statements.  In  1934  corre- 
spondence between  the  Institute  and  the  New  York  Stock 
Exchange  was  published  in  a  pamphlet,  Audits  of  Corporate 
Accounts,  in  which  a  philosophy  of  auditing  was  expressed  in 
general  terms  and  a  standard  short  form  of  auditor's  opinion 
was  introduced.  In  1936  the  Institute  replaced  the  old  Federal 
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Reserve  Board  bulletin  with  a  new  one,  Examination  of  Finan- 
cial Statements  by  Independent  Public  Accountants,  in  which 
this  philosophy  was  applied  to  a  typical  audit  program.  Audits 
by  Certified  Public  Accountants  (the  so-called  "red  book") 
largely  superseded  these  earlier  publications  in  1950,  and  is  still 
current. 

Much  new  material  also  has  recently  appeared.  In  1939  the 
Institute's  committee  on  auditing  procedure  began  the  publica- 
tion of  a  series  of  Statements  on  Auditing  Procedure— now  26 
in  number— which  discuss  in  some  detail  the  manner  in  which 
the  auditor  may  properly  satisfy  himself  as  to  the  validity  of 
various  items  in  financial  statements  and  make  his  report 
thereon.  These  statements  were  codified  by  the  committee  in 
1951.*  A  series  of  Case  Studies  in  Auditing  illustrate  the  appli- 
cation of  accepted  auditing  procedures.  In  1954,  the  committee 
published  Generally  Accepted  Auditing  Standards— Their  Sig- 
nificance and  Scope,  which  outlines  the  standards  of  adequacy  in 
the  conduct  of  an  audit  and  in  reporting  on  financial  statements. 
In  addition  to  these,  other  less  formal  studies  on  auditing  pro- 
cedure have  been  published  by  the  Institute.  Also,  numerous 
articles  have  appeared  in  the  professional  journals,  and  papers 
have  been  read  at  meetings  of  the  professional  societies,  on 
various  aspects  of  auditing  procedure. 


Sec.  51  —  GENERALLY  ACCEPTED  ACCOUNTING  PRINCIPLES 

A  similar  development  has  been  taking  place  in  the  field  of 
accounting,  where  there  is  also  wide  latitude  for  judgment.  The 
need  for  objective  standards  to  guide  individual  judgment,  and 
to  minimize  unnecessary  variations  in  accounting  decisions 
which  would  result  from  purely  subjective  determinations,  has 
become  almost  universally  recognized. 

Developments  in  the  i93o's  heightened  public  interest  in  a 

♦See  Codification  of  Statements  on  Auditing  Procedure,  AIA,  1951. 
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closer  approach  to  "uniformity"  in  financial  reporting,  and  em- 
phasized the  desirability  of  authoritative  statements  to  minimize 
differences  in  accounting  treatment  of  similar  items. 

In  the  correspondence  with  the  New  York  Stock  Exchange 
mentioned  above,  which  was  published  in  1934,  the  Institute 
put  forward  a  number  of  broad  principles  which  it  believed  to 
be  generally  accepted.  In  1938  the  Institute's  committee  on 
accounting  procedure,  with  the  aid  of  a  permanent  research  de- 
partment, began  publication  of  a  series  of  Accounting  Research 
Bulletins  (now  47  in  number)  which  express  the  committee's 
opinions  as  to  the  best  accounting  procedure  in  dealing  with 
various  types  of  transactions,  and  discuss  the  applicable  princi- 
ples. Those  bulletins  issued  up  to  1953  were  codified  in  that 
year.* 

In  the  meantime,  the  American  Accounting  Association, 
directed  largely  by  teachers  of  accounting,  had  been  giving  a 
good  deal  of  attention  to  the  question  of  formalizing  statements 
of  accounting  principles,  and  had  issued  several  pronouncements 
and  monographs  on  various  aspects  of  the  subject,  which  stim- 
ulated discussion  and  focused  attention  on  basic  issues. 

The  Securities  and  Exchange  Commission,  since  its  creation 
in  1934,  has  issued  accounting  regulations  and  releases  from 
time  to  time,  indicating  principles  and  practices  to  be  followed 
in  the  preparation  of  financial  statements  of  registrants. 

All  of  these,  taken  together  with  numerous  textbooks  in  the 
field,  constitute  a  respectable  literature  on  "generally  accepted 
accounting  principles"  involving  a  multitude  of  questions  of 
accounting  principle. 

The  standard  short  form  of  auditor's  report  originally  recom- 
mended by  the  Institute  in  its  correspondence  with  the  New 
York  Stock  Exchange  in  1933,  and  accepted  by  both  the  Ex- 
change and  the  SEC  (with  certain  subsequent  modifications), 
embodies  a  clause  that  the  financial  statements  have  been 
prepared  "in  accordance  with  generally  accepted  accounting 

*See  Restatement  and  Revision  of  Accounting  Research  Bulletins,  AIA,  1953. 
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principles."  Since  early  1941,  this  form  of  certificate  has  also  in- 
cluded a  statement  that  the  auditor's  examination  was  conducted 
in  accordance  with  generally  accepted  auditing  standards. 


Sec.    52  —  ANALYSIS    OF    RULE   NUMBER   5 

In  view  of  all  these  developments,  therefore,  the  Institute  in 
1941  adopted  Rule  Number  5  (stated  in  full  on  page  89),  which 
amplified  the  old  rule  providing  penalties  for  false  and  mislead- 
ing statements  by  requiring  compliance  with  generally  accepted 
accounting  principles  and  generally  accepted  auditing  proce- 
dures. 

The  language  of  the  introductory  clause  may  require  some 
comment.  "Expressing  an  opinion"  is  the  equivalent  of  "certify- 
ing" in  the  old  rule.  The  phrase  "certify  financial  statements" 
has  for  many  years  been  avoided  by  certified  public  accountants 
because  it  carries  implications  of  precision  inappropriate  in  an 
area  where  judgment  inevitably  plays  so  large  a  part  as  in  audit- 
ing and  accounting.  The  auditor  does  not  "guarantee  the 
accuracy"  of  financial  statements,  as  the  word  "certify"  might 
imply.  Based  upon  the  information  he  is  able  to  obtain  by  an 
examination  of  reasonable  scope,  he  expresses  a  professional 
opinion  on  the  fairness  of  the  representations  made. 

"Expressing  an  opinion  on  representations  in  financial  state- 
ments" emphasizes  that  the  statements  and  the  items  in  them 
are  the  representations  of  the  client,  not  of  the  auditor.  It  is 
well  established  that  balance  sheets  and  statements  of  income 
and  retained  earnings  are  the  company's  own  representation  of 
its  financial  position  and  the  results  of  its  operations.  They  are 
prepared  from  accounts  customarily  kept  by  the  company.  The 
company  must  assume  primary  responsibility  for  the  accounts 
and  the  statements.  The  auditor  examines  them,  tests  their 
validity  by  reference  to  books  of  original  entry  and  other  sup- 
porting evidence,  in  the  light  of  his  review  of  the  system  of 


94         Auditing,  Tax  Practice,  and  Management  Services 

internal  control,  and  expresses  his  independent,  informed  opin- 
ion as  to  whether  or  not  the  statements  fairly  show  what  they 
purport  to  show. 

The  phrase  "guilty  of  an  act  discreditable  to  the  profession" 
has  greater  force  than  appears  on  its  face.  The  by-laws  of  the 
Institute  (Article  V,  Sec.  4)  provide  that  "a  member  renders 
himself  liable  to  expulsion  or  suspension  by  the  Trial  Board  if 
...  (d)  he  is  held  by  the  Trial  Board  to  have  been  guilty  of  an 
act  discreditable  to  the  profession."  The  language  of  Rule  Num- 
ber 5  relates  directly  to  this  provision. 

Subsections  (a)  and  (b)  of  Rule  Number  5  are  unmistakably 
clear.  Deliberate  omission  or  distortion  of  material  information 
is  inexcusable.  The  emphasis  on  "material"  is,  however,  worth 
noting.  What  this  means  in  judging  an  auditor's  responsibility 
was  well  described  by  Samuel  J.  Broad,  later  president  of  the 
Institute,  when  he  was  chairman  of  its  committee  on  auditing 
procedure: 

There  should  be  stronger  grounds  for  belief  in  respect  of  those 
items  which  are  relatively  more  important  and  in  respect  of 
those  in  which  the  possibilities  of  material  error  are  greater. 
For  example,  in  an  enterprise  with  relatively  few,  but  large, 
accounts  receivable,  the  individual  items  themselves  are  more 
important,  and  the  possibility  of  major  error  is  also  greater, 
than  in  another  enterprise  which  has  a  vast  number  of  small 
accounts  aggregating  the  same  total.  In  industry  and  merchan- 
dising, inventories  are  of  relatively  great  importance  in  both 
the  balance  sheet  and  the  statement  of  income,  and  should  re- 
ceive relatively  more  attention  than,  say,  the  cash  on  hand;  or 
again,  than  the  inventories  of  a  utility  company.  Similarly, 
accounts  receivable  will  receive  more  attention  than  prepaid 
insurance.  Whether  we  put  it  in  words  or  not,  the  principle 
of  materiality  is  inherent  in  our  work.* 

Subsection  (c)  says,  in  effect,  not  only  that  an  auditor's  failure 

♦Samuel  J.  Broad,  "The  Progress  of  Auditing,"   The  Journal  of  Accountancy 
(November  1955),  page  38. 
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to  discover  material  omissions  or  misstatements  will  be  ground 
for  discipline  if  he  was  materially  negligent  in  his  audit,  but 
that  a  materially  negligent  examination  or  report  is  in  itself 
ground  for  discipline,  even  if  the  offender  is  fortunate  enough 
not  to  have  missed  a  material  omission  or  misstatement.  This  is 
a  warning  that  careless  work  will  not  be  tolerated,  regardless  of 
whether  or  not  it  happens  to  have  injurious  consequences. 

Subsection  (d)  is  the  result  of  instances  which  had  come  to 
notice  in  earlier  years  in  which  qualifications  or  exceptions  in 
auditors'  opinions  ("certificates")  related  to  so  many,  or  such 
important,  items  in  the  financial  statements  that  the  auditors' 
opinion  on  the  fairness  of  the  statements  as  a  whole  had  little 
significance.  Yet  the  mere  appearance  of  a  certified  public 
accountant's  name  in  conjunction  with  even  a  qualified  opinion 
might  lend  an  unwarranted  appearance  of  credibility  to  the 
statements.  In  1939,  the  Institute's  committee  on  auditing  pro- 
cedure, in  the  well-known  statement,  Extensions  of  Auditing 
Procedure  (Statements  on  Auditing  Procedure,  Number  1), 
made  the  following  observation  on  this  question: 

The  independent  certified  public  accountant  should  not  ex- 
press the  opinion  that  financial  statements  present  fairly  the 
position  of  the  company  and  the  results  of  its  operations,  in 
conformity  with  generally  accepted  accounting  principles,  when 
his  exceptions  are  such  as  to  negative  the  opinion,  or  when 
the  examination  has  been  less  in  scope  than  he  considers  nec- 
essary. ...  As  previously  stated,  if  such  exceptions  are  suffici- 
ently material  to  negative  the  expression  of  an  opinion,  the 
auditor  should  refrain  from  giving  any  opinion  at  all. 

Subsection  (e)  introduces  the  major  extension  of  responsi- 
bility incorporated  in  the  rule  when  it  was  amended  in  1941.  No 
longer  could  an  auditor  plead  that  he  had  done  his  full  duty  by 
seeing  to  it  that  there  was  "full  disclosure"  of  all  material  trans- 
actions in  the  financial  statements,  regardless  of  whether  the 
accounting  was  in  accordance  with  generally  accepted  principles. 
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For  example,  it  is  not  enough  for  the  statement  to  show 
clearly  that  an  expense  was  charged  to  retained  income,  if  gen- 
erally accepted  accounting  principles  would  require  it  to  be 
charged  to  current  income.  The  auditor  has  the  responsibility 
of  directing  attention  in  his  report  to  this  deviation  from  gener- 
ally accepted  accounting  principles. 

Similarly,  it  is  no  longer  enough  for  the  auditor  to  excuse  a 
failure  to  discover  a  material  error  in  the  accounts  by  saying 
that  he  had  made  what  he  considered  a  sufficiently  extensive 
examination  and  had  no  reason  to  doubt  that  the  accounts  fairly 
reflected  the  facts.  He  is  liable  to  censure  or  penalty  if,  without 
disclosure  in  his  report,  he  omitted  investigations  that  other 
competent  and  conscientious  auditors  would  have  made  in  the 
same  circumstances— that  is,  he  omitted  any  "generally  accepted 
auditing  procedure  applicable  in  the  circumstances." 

For  a  full  discussion  of  these  matters  the  reader  should  consult 
the  Statements  on  Auditing  Procedure  published  by  the  Ameri- 
can Institute  of  Accountants.  Nothing  here  written  should  be 
taken  to  mean  that  generally  accepted  accounting  principles  or 
auditing  procedures  have  been  fully  codified,  or  that  there  is 
universal  agreement  on  how  they  should  be  applied  in  all  cir- 
cumstances. There  is  still  wide  latitude  for  individual  profes- 
sional judgment,  and  the  need  for  experienced  judgment  of  this 
kind  increases  as  business  affairs  become  more  complex.  There 
is  no  manual  in  which  the  certified  public  accountant  can  find 
the  answer  to  every  question  he  encounters.  What  has  happened 
is  that  broad  limits  have  been  placed  on  individual  discretion. 
Certain  basic  concepts  have  received  general  acceptance,  and 
these  have  become  objective  standards  which  curb  the  exercise 
of  personal  prejudice,  whim  or  caprice,  and  penalize  ignorance 
or  incompetence. 

The  ideas  which  underlie  Rule  Number  5  did  not  first  evolve 
in  1941.  They  had  been  developing  through  many  years  before, 
and  had  been  widely  adopted  and  practiced  prior  to  their  formal 
expression  as  general  requirements. 
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Rule  Number  5,  as  amended  in  1941,  however,  marked  a  long 
stride  forward  by  the  accounting  profession  toward  its  place  in 
the  sun.  The  assumption  of  greater  responsibility  is  the  quid 
pro  quo  for  wider  recognition,  public  confidence,  and  increased 
opportunities  for  service.  Essentially,  Rule  Number  5,  by  de- 
fining his  responsibilities,  fortifies  the  certified  public  account- 
ant's jealous  concern  for  his  independence  in  auditing  financial 
statements.  It  advertises  his  obligation  not  to  yield  to  the 
influence  of  a  client,  to  hide  behind  the  authority  of  a  regulatory 
body,  or  to  accept  any  other  person's  judgment  as  a  substitute  for 
his  own. 


Sec.  53  —  auditor's  responsibility  when 

OPINION  IS  OMITTED 


Rule  Number  5,  it  will  be  noted,  deals  solely  with  an  auditor's 
responsibilities  "in  expressing  an  opinion  on  representations  in 
financial  statements  which  he  has  examined." 

Sometimes,  however,  auditors  submit  reports  as  a  result  of 
examination  of  financial  statements  or  other  financial  data,  in 
which  no  opinion  is  expressed.  The  scope  of  the  CPA's  examina- 
tion may  be  limited  by  agreement  with  the  client  and,  therefore, 
may  not  provide  sufficient  justification  for  an  expression  of 
opinion  on  the  fairness  of  the  financial  statements  as  a  whole. 
Again,  even  though  his  examination  has  been  adequate,  the  cer- 
tified public  accountant  may  find  his  exceptions  so  material  as 
to  negative  the  expression  of  opinion  and  therefore,  under  the 
terms  of  Rule  Number  5  (d),  may  be  unable  to  express  an 
opinion. 

But  if  as  a  result  of  his  examination  he  submits  a  report,  of 
the  type,  for  example,  commonly  referred  to  as  a  "long-form" 
report,  stating  what  he  did  and  commenting  on  various  items 
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in  the  statements,  as  may  be  appropriate,  without  expressing 
any  opinion  on  the  financial  statements  as  a  whole,  and  without 
giving  any  explanation  for  the  omission  of  an  opinion,  a  reader 
of  the  report  is  left  in  doubt  as  to  the  extent  of  the  responsibility 
which  the  CPA  assumes. 

Such  a  report  may  be  submitted  by  the  client  to  a  banker  or 
other  credit  grantor,  or  even  to  stockholders.  The  appearance 
of  the  CPA's  name  in  conjunction  with  the  financial  statements 
may  add  to  their  credibility  in  the  eyes  of  third  parties  to  an 
extent  unwarranted  by  the  actual  circumstances.  However,  the 
untrained  reader  may  not  be  able  to  determine  from  his  own 
analysis  of  the  certified  public  accountant's  report  to  just  what 
extent  the  CPA  intended,  or  did  not  intend,  to  assume  respon- 
sibility for  the  fairness  of  the  financial  statements  as  a  whole. 

In  1947,  the  American  Institute  of  Accountants'  committee 
on  auditing  procedure  issued  Statements  on  Auditing  Proce- 
dure, Number  23,  which  provides  in  effect  that  if  a  CPA  for  any 
reason  is  unable  to  express  an  opinion  on  financial  statements, 
but  his  name  is  associated  with  the  statements,  he  must  say 
specifically  that  he  is  unable  to  express  an  opinion  and  explain 
why. 

If  no  opinion  is  expressed,  and  there  is  no  verbal  report,  the 
statement  provides  that  a  simple  notation,  such  as  "prepared 
from  the  books  without  audit,"  will  be  considered  adequate 
compliance  when  financial  statements  are  reproduced  on  the 
stationery  of  a  certified  public  accountant  without  comment. 
But  if  there  is  a  verbal  report  indicating  the  scope  of  examina- 
tion, or  commenting  on  items  in  the  financial  statements,  then 
it  is  necessary  to  state  specifically  that  no  opinion  is  expressed 
on  the  financial  statements  as  a  whole,  and  to  indicate  the 
reasons  why. 

After  Statement  Number  23  had  been  the  subject  of  discus- 
sion at  meetings  of  certified  public  accountants  throughout  the 
country  for  nearly  two  years,  it  was  revised  and  submitted  for 
approval  to  the  1949  annual  meeting  of  the  American  Institute 
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of  Accountants,  and  was  formally  approved  by  the  membership. 
Subsequently,  it  has  been  incorporated  in  Codification  of 
Statements  on  Auditing  Procedure.  It  has  also  been  approved, 
by  mail  ballot  or  by  votes  at  meetings,  by  a  number  of  state 
societies  of  certified  public  accountants.  It  has  become  an 
accepted  standard  of  auditing  procedure. 

However,  the  essence  of  Statement  Number  23  has  not  yet 
been  incorporated  in  the  Institute's  Rules  of  Professional  Con- 
duct. At  meetings  of  the  Council  of  the  Institute,  it  has  been 
proposed  that  an  additional  rule  of  conduct  be  adopted  em- 
bodying the  principles  of  this  statement.  The  committee  on 
professional  ethics  repeated  this  suggestion  in  its  report  to  the 
Council  in  October  1955.  The  Council  has  deferred  action  in 
the  belief  that  ample  time  should  be  allowed  for  certified  pub- 
lic accountants  to  adjust  their  practices  to  conform  with  the 
new  requirements. 

Some  state  boards  of  accountancy,  however,  have  adopted 
rules  of  conduct  incorporating  the  substance  of  Statement  Num- 
ber 23. 

The  California  State  Board  of  Accountancy  adopted  the  fol- 
lowing rule  of  professional  conduct  in  1950: 

If  the  qualifications  are  such  as  to  negative  an  opinion  on  the 
statements  taken  as  a  whole,  or  if  the  examination  has  been 
less  in  scope  than  he  considers  necessary  to  express  an  opinion 
on  such  statements,  a  certified  public  accountant  or  public 
accountant  shall  clearly  disclaim  an  opinion.  He  shall  state 
that  he  is  not  in  the  position  to  express  an  opinion  and  shall 
indicate  clearly  his  reasons  therefor.  However,  to  the  extent 
that  the  scope  of  his  examination  and  the  findings  thereof 
justify,  he  may  comment  as  to  compliance  of  the  statements 
with  generally  accepted  accounting  principles  in  respects  other 
than  those  which  require  the  denial  of  an  opinion  on  the 
over-all  fairness  of  the  financial  statements.  It  is  not  sufficient 
to  state  merely  that  certain  auditing  procedures  were  omitted 
or  that  certain  departures  from  generally  accepted  accounting 
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principles  were  noted  without  explaining  their  effect  upon  the 
opinion  regarding  the  statements  taken  as  a  whole. 

In  Pennsylvania,  the  State  Board  for  the  Examination  of 
Public  Accountants  adopted  rules  of  professional  conduct  effec- 
tive January  1,  1955,  which  include  the  following: 

In  expressing  an  opinion  or  representations  in  financial  state- 
ments which  he  has  examined,  a  certified  public  accountant 
shall:  (a)  disclose  any  material  facts  known  to  him  which 
are  not  disclosed  in  the  financial  statements  but  disclosure  of 
which  is  necessary  to  prevent  financial  statements  from  being 
misleading;  (b)  report  any  material  misstatements  known  to 
him  to  appear  in  the  financial  statements;  (c)  direct  attention 
to  any  material  departures  from  generally  accepted  account- 
ing principles  and  disclose  any  material  omissions  of  generally 
accepted  auditing  procedures  applicable  in  the  circumstances; 
(d)  in  the  absence  of  an  unqualified  opinion  with  regard  to 
financial  statements  with  which  his  name  is  associated,  (1)  ex- 
press a  qualified  opinion,  or  (2)  state  that  no  opinion  is  ex- 
pressed regarding  the  statements  as  a  whole,  or  (3)  indicate 
that  the  statements  have  been  prepared  from  the  books  with- 
out audit.  [Emphasis  supplied.] 

As  indicated  earlier,  violations  of  rules  of  state  boards  of  ac- 
countancy, which  are  issued  under  legislative  authority,  may  be 
punished  by  suspension  or  revocation  of  the  offender's  CPA 
certificate.  In  states  with  regulatory  accounting  laws,  loss  of  the 
CPA  certificate  carries  with  it  loss  of  license  to  practice  public 
accounting.  These  state  board  rules,  therefore,  have  more 
"teeth"  in  them  even  than  rules  of  professional  conduct  of  the 
professional  societies. 

It  seems  likely  that  before  long  a  rule  will  be  adopted  to 
require  a  member  of  the  Institute  whose  name  appears  in 
conjunction  with  financial  statements  either  to  express  an  opin- 
ion on  the  statements,  or  to  deny  an  opinion  and  explain  why. 
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Opinion  of  Institute  Committee  on  Ethics 

EXCEPTIONS  NEGATIVE  OPINION 

In  his  report  an  auditor  stated  that  sales  and  purchase  data 
had  not  been  checked  and  that  inventories  had  not  been  test- 
checked.  Yet  he  expressed  the  opinion  that  the  financial  state- 
ments represented  fairly  the  company's  position. 

The  committee  stated  that  the  expression  of  an  opinion  was 
improper  under  such  circumstances.  Such  practice  was  not  in 
conformity  with  AIA  Research  Bulletin  Number  26,  Statement 
on  Auditing  Procedure  Number  23,  and  the  Statement  on 
Auditing  Standards. 


Sec.    54  —  RESPONSIBILITY  FOR  COMPLIANCE  WITH 
REQUIREMENTS  OF  GOVERNMENT  BODIES 

Government  agencies  which  require  audits  of  financial  state- 
ments of  enterprises  subject  to  their  jurisdiction  often  promul- 
gate rules  or  regulations  containing  special  requirements  related 
to  auditing,  presentation  of  financial  data,  or  reporting. 

The  Council  of  the  American  Institute  of  Accountants  has 
held  that  a  member  undertaking  an  examination  is  charged 
with  the  responsibility  of  familiarizing  himself  with  accounting 
or  auditing  requirements  of  government  agencies  empowered 
to  prescribe  rules  to  which  the  client  is  subject. 

If  a  certified  public  accountant  finds  that  these  requirements 
have  not  been  fairly  met  in  the  financial  statements  and  issues 
a  report  to  be  submitted  to  the  government  body  in  which  he 
fails  to  state  the  facts  and  to  take  a  clear  exception  as  to  con- 
formance with  the  regulations,  he  may  be  subject  to  discipline 
under  the  provisions  of  the  Institute's  by-laws,  just  as  if  the 
statements  failed  to  conform  to  accepted  accounting  principles. 
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Sec.  55  —  FORECASTS 

Certified  public  accountants  are  often  asked  to  assist  in  the 
preparation  of  estimates  of  earnings  contingent  upon  future 
transactions,  of  the  type  issued  in  prospectuses  for  new  issues 
of  securities,  giving  effect  to  the  expected  result  of  the  new 
financing. 

Sometimes  they  are  asked  to  permit  their  names  to  be  used  in 
conjunction  with  such  estimates  or  forecasts.  The  use  of  a  certi- 
fied public  accountant's  name  in  such  circumstances  without 
proper  qualification  is  not  permissible. 

Rule  Number  12  of  the  Rules  of  Professional  Conduct  says: 

12.  A  member  shall  not  permit  his  name  to  be  used  in  conjunc- 
tion with  an  estimate  of  earnings  contingent  upon  future  trans- 
actions in  a  manner  which  may  lead  to  the  belief  that  the  mem- 
ber vouches  for  the  accuracy  of  the  forecast. 

The  reasons  are  evident.  Opinions  of  certified  public  account- 
ants on  financial  statements  showing  current  financial  position 
and  the  results  of  past  operations,  based  on  adequate  examina- 
tion of  supporting  records,  are  relied  upon  to  an  extent  which 
indicates  a  high  degree  of  public  confidence. 

The  CPA  certificate  has  acquired  such  prestige  that  the  ap- 
pearance of  the  name  of  a  certified  public  accountant  in  con- 
junction with  financial  data  inevitably  adds  credibility. 

Public  confidence  would  be  impaired  if  certified  public 
accountants  commonly  permitted  their  names  to  be  used  in 
conjunction  with  forecasts  of  future  results,  or  other  data  not 
susceptible  of  adequate  verification. 

Budgets,  cost  analyses,  and  other  financial  data  prepared 
primarily  for  the  use  of  business  management  might  be  sub- 
mitted to  banks  or  other  credit  grantors  as  evidence  of  financial 
responsibility.  It  is  entirely  proper  for  certified  public  account- 
ants to  assist  in  preparation  of  budgets  and  similar  financial 
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forecasts,  but  they  should  not  permit  their  names  to  be  used  in 
conjunction  with  such  data  in  a  manner  which  might  lead  to  the 
belief  that  they  vouched  for  the  accuracy  of  the  indicated  results. 


Sec.  56  —  use  of  cpa's  name  by  another 

Two  of  the  Rules  of  Professional  Conduct  are  intended  to 
prevent  a  member  from  serving  as  a  "front"  for  an  unqualified 
accountant  over  whose  work  the  member  does  not  exercise 
adequate  supervision  and  control.  The  first  of  these  is  Rule 
Number  2: 

2.  A  member  shall  not  allow  any  person  to  practice  in  his  name 
who  is  not  in  partnership  with  him  or  in  his  employ. 

This  rule  is  intended  to  prevent  arrangements  which  in  the 
earlier  days  of  the  accounting  profession  were  not  uncommon. 
A  certified  public  accountant  might  enter  into  an  agreement 
with  an  accountant  who  was  not  certified  and  share  the  expenses 
of  maintaining  a  joint  office,  without  sharing  in  professional 
fees  or  without  a  partnership  agreement.  The  two  names  might 
appear  on  the  door.  The  noncertified  accountant  might  repre- 
sent that  he  was  associated  with  the  CPA. 

A  client  or  prospective  client  could  be  misled  by  the  appear- 
ances to  believe  that  the  two  accountants  were  partners.  Credit 
grantors  and  others  might  assume  that  the  certified  public 
accountant  accepted  responsibility  for,  or  exercised  some  super- 
vision over,  the  work  of  the  other  accountant. 

It  is  equally  undesirable  for  one  certified  public  accountant 
to  practice  in  the  name  of  another  if  not  in  his  employ,  or  if  no 
partnership  exists. 

Rule  Number  6  prohibits  expression  of  an  opinion  on  finan- 
cial statements  by  a  certified  public  accountant  who  cannot 
properly  accept  responsibility  for  the  examination: 
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6.  A  member  shall  not  sign  a  report  purporting  to  express  his 
opinion  as  the  result  of  examination  of  financial  statements 
unless  they  have  been  examined  by  him,  a  member  or  an  em- 
ployee of  his  firm,  a  member  of  the  Institute,  a  member  of  a 
similar  association  in  a  foreign  country,  or  a  certified  public 
accountant  of  a  state  or  territory  of  the  United  States  or  the 
District  of  Columbia. 

In  earlier  days,  cases  were  reported  in  which  accountants  not 
in  possession  of  CPA  certificates  had  obtained  engagements  in 
which  it  was  necessary  that  opinions  expressed  on  the  financial 
statements  be  signed  by  a  certified  public  accountant.  In  such  a 
situation,  the  noncertified  accountant  might  approach  a  friend 
who  held  a  CPA  certificate  and  offer  a  portion  of  the  fee  if  the 
CPA  would  sign  the  report.  Clearly  it  would  not  only  be  un- 
ethical for  the  CPA  to  do  so,  but  he  might  expose  himself  to 
severe  legal  liabilities. 

No  intelligent  certified  public  accountant  would  wish  to  put 
himself  in  such  an  equivocal  position,  and  the  instances  have 
undoubtedly  been  rare  in  which  such  offers  have  been  accepted. 
However,  Rule  Number  6  serves  to  put  the  public  on  notice 
that  when  the  name  of  a  member  of  the  Institute  appears,  it  may 
safely  be  assumed  that  he  has  supervised  the  work  and  assumes 
responsibility  for  it. 

The  important  exception  included  in  the  latter  part  of  Rule 
Number  6  is  intended  to  permit  collaboration  among  qualified 
and  accredited  professional  accountants  or  accounting  firms  in 
conducting  parts  of  an  engagement,  or  related  engagements.  For 
example,  firm  X,  composed  of  members  of  the  Institute,  audit- 
ing the  accounts  of  Blank  Corporation,  whose  main  offices  are 
in  New  York,  may  request  firm  Y,  also  composed  of  Institute 
members,  to  examine  the  inventory  of  the  Corporation's  Cali- 
fornia branch.  Firm  Y  submits  its  report  of  the  examination,  for 
which  it  assumes  full  responsibility,  to  firm  X,  and  the  latter  is 
entitled  to  rely  on  it,  to  incorporate  the  Y  report  in  its  working 
papers,  and  to  express  an  opinion  on  the  financial  statements  of 
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the  Corporation  as  a  whole,  in  which  the  California  branch 
inventory  is  incorporated.  This  type  of  collaboration  is  quite 
common.  It  saves  time  and  traveling  expenses.  It  is  wholly 
proper  and  desirable. 

To  all  intents  and  purposes,  firm  Y  in  this  situation  serves  as 
an  agent  of  firm  X.  The  instructions  as  to  how  the  examination 
of  the  branch  office  inventory  is  to  be  conducted  are  provided  by 
X.  Y's  report  is  submitted  to  X,  not  to  the  client.  Y  is  compen- 
sated for  its  work  by  X,  not  by  the  client.  Y's  name  does  not 
appear  in  the  report.  X  assumes  control  of  and  responsibility  for 
the  entire  engagement,  but  for  the  time  being  relies  on  firm  Y 
as  though  it  were  a  branch  office  of  firm  X.  Such  reliance  is 
permitted,  it  will  be  noted,  only  if  firm  Y  is  composed  of  mem- 
bers of  the  Institute  (or  a  similar  foreign  association)  or  certified 
public  accountants,  which  is  another  way  of  saying  that  firm  Y 
is  subject  to  the  same  disciplinary  control,  and  may  be  presumed 
to  maintain  as  high  standards  as  X  itself. 

An  extension  of  the  same  procedure  occurs  quite  often  in  the 
audit  of  accounts  of  large  corporations,  with  numerous  subsidi- 
ary companies,  which  publish  consolidated  financial  statements. 
In  such  a  case  the  accounting  firm  responsible  for  the  entire 
engagement  generally  examines  the  accounts  of  the  parent 
corporation,  and  ordinarily  those  of  subsidiaries  which  are 
geographically  accessible.  However,  it  sometimes  happens  that 
a  recently  acquired  subsidiary  prefers  to  have  its  work  done  by 
auditors  whom  it  had  retained  when  it  was  independent  of  the 
present  parent.  If  these  auditors  are  members  of  the  Institute  or 
certified  public  accountants,  Rule  Number  6  permits  the  firm 
expressing  an  opinion  on  the  consolidated  statements  to  rely  on 
the  opinion  of  its  colleagues  with  respect  to  the  subsidiary,  and 
incorporate  its  accounts  in  the  consolidation. 

Again,  when  American  corporations  have  subsidiaries  or 
branches  abroad,  the  auditors  expressing  an  opinion  on  the 
consolidated  statements  may  rely  on  statements  certified  by 
foreign  accountants,  provided  they  are,  in  the  words  of  Rule 
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Number  6,  members  of  a  "similar  association  [similar  to  the 
Institute]  in  a  foreign  country";  and  may  incorporate  the 
foreign  accounts  in  the  consolidation. 

Opinions  of  Institute's  Committee  on  Ethics 

CERTIFICATION  OF  NON-CPA  AUDIT 

When  an  audit  has  been  performed  by  a  non-CPA,  a  member 
may  not  certify  the  statement  on  the  basis  of  his  review  of  the 
working  papers.  A  CPA's  responsibility  for  any  report  bearing 
his  signature  cannot  be  discharged  by  review  only. 

USE  OF  CONFIRMATION  SERVICE 

A  member  would  violate  Rule  Number  6  if  he  subscribed  to  a 
mailing  service  for  the  confirmation  of  accounts  receivable  and 
accounts  payable.  He  would  be  relying  for  an  important  feature 
of  his  examination  upon  the  work  of  another.  Rule  Number  16 
would  also  be  violated,  because  information  on  the  client's 
affairs  would  be  disclosed  to  a  third  party  without  his  consent. 

COLLABORATION  WITH  NON-CPA  FIRMS 

It  is  permissible  for  a  member  firm  to  collaborate  on  a  mu- 
nicipal audit  with  firms  of  uncertified  accountants  and  to  sign 
the  financial  statement  jointly  with  the  other  accountants. 
However,  members  are  obliged  to  assure  themselves  that  the 
audit  was  made  in  accordance  with  standards  prescribed  by 
the  Institute. 


Sec.   57  —  SEC  RULES  ON  OPINIONS  ON  FINANCIAL  STATEMENTS 

In  addition  to  the  rules  of  conduct  of  the  Institute,  state  socie- 
ties of  certified  public  accountants,  and  state  boards  of  account- 
ancy, the  Securities  and  Exchange  Commission  has  issued 
regulations  relating  to  the  professional  responsibility  of  auditors 
expressing  opinions  on  financial  statements  of  enterprises  sub- 
ject to  the  jurisdiction  of  the  Commission. 
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The  pertinent  regulations  are  as  follows: 

ARTICLE    2.    CERTIFICATION 

Rule  2.01.  Qualifications  of  Accountants 

(a)  The  Commission  will  not  recognize  any  person  as  a  certified 
public  accountant  who  is  not  duly  registered  and  in  good 
standing  as  such  under  the  laws  of  the  place  of  his  resi- 
dence or  principal  office.  The  Commission  will  not  recognize 
any  person  as  a  public  accountant  who  is  not  in  good  stand- 
ing and  entitled  to  practice  as  such  under  the  laws  of  the 
place  of  his  residence  or  principal  office. 

(b)  The  Commission  will  not  recognize  any  certified  public 
accountant  or  public  accountant  as  independent  who  is 
not  in  fact  independent.  For  example,  an  accountant  will 
not  be  considered  independent  with  respect  to  any  person, 
or  any  affiliate  thereof,  in  whom  he  has  any  financial  in- 
terest, direct  or  indirect,  or  with  whom  he  is,  or  was  dur- 
ing the  period  of  report,  connected  as  a  promoter,  under- 
writer, voting  trustee,  director,  officer,  or  employee. 

(c)  In  determining  whether  an  accountant  is  in  fact  independ- 
ent with  respect  to  a  particular  registrant,  the  Commission 
will  give  appropriate  consideration  to  all  relevant  circum- 
stances including  evidence  bearing  on  all  relationships  be- 
tween the  accountant  and  that  registrant  or  any  affiliate 
thereof,  and  will  not  confine  itself  to  the  relationships  ex- 
isting in  connection  with  the  filing  of  reports  with  the 
Commission. 


Rule  2.02.  Accountant's  Certificates 

(a)  Technical  Requirements. 

The  accountant's  certificate  shall  be  dated,  shall  be  signed 
manually,  and  shall  identify  without  detailed  enumeration 
the  financial  statements  covered  by  the  certificate. 

(b)  Representations  as  to  the  audit. 
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The  accountant's  certificate  (i)  shall  state  whether  the  audit 
was  made  in  accordance  with  generally  accepted  auditing 
standards;  and  (ii)  shall  designate  any  auditing  procedures 
generally  recognized  as  normal,  or  deemed  necessary  by  the 
accountant  under  the  circumstances  of  the  particular  case, 
which  have  been  omitted,  and  the  reasons  for  their  omission. 

Nothing  in  this  rule  shall  be  construed  to  imply  authority 
for  the  omission  of  any  procedure  which  independent  account- 
ants would  ordinarily  employ  in  the  course  of  an  audit  made 
for  the  purpose  of  expressing  the  opinions  required  by  para- 
graph (c)  of  this  rule. 

(c)  Opinions  to  be  expressed. 

The  accountant's  certificate  shall  state  clearly: 

(i)  the  opinion  of  the  accountant  in  respect  of  the  financial 
statements  covered  by  the  certificate  and  the  accounting 
principles  and  practices  reflected  therein; 

(ii)  the  opinion  of  the  accountant  as  to  any  material  changes 
in  accounting  principles  or  practices  or  method  of  ap- 
plying the  accounting  principles  or  practices,  or  adjust- 
ments of  the  accounts,  required  to  be  set  forth  by  Rule 
3.07;  and 

(iii)  the  nature  of,  and  the  opinion  of  the  accountant  as  to, 
any  material  differences  between  the  accounting  princi- 
ples and  practices  reflected  in  the  financial  statements 
and  those  reflected  in  the  accounts  after  the  entry  of  ad- 
justments for  the  period  under  review. 

(d)  Exceptions. 

Any  matters  to  which  the  accountant  takes  exception  shall 
be  clearly  identified,  the  exception  thereto  specifically  and 
clearly  stated,  and,  to  the  extent  practicable,  the  effect  of  each 
such  exception  on  the  related  financial  statements  given. 

Rule  2.03.  Certification  by  Foreign  Government  Auditors 

Notwithstanding  any  requirements  as  to  certification  by  in- 
dependent accountants,  the  financial  statements  of  any  for- 
eign governmental  agency  may  be  certified  by  the  regular  and 
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customary  auditing  staff  of  the  respective  government,  if  pub- 
lic financial  statements  of  such  governmental  agency  are  cus- 
tomarily certified  by  such  auditing  staff. 


Rule  2.04.   Certification   of  Financial  Statements  of  Persons 
Other  Than  the  Registrant 

If  a  registrant  is  required  to  file  financial  statements  of  any 
other  person,  such  statements  need  not  be  certified  if  certifica- 
tion of  such  statements  would  not  be  required  if  such  person 
were  itself  a  registrant. 


Rule  2.05.  Certification  of  Financial  Statements  by  More  Than 
One  Accountant 

If,  with  respect  to  the  certification  of  the  financial  statements 
of  any  person,  the  principal  accountant  relies  on  an  examina- 
tion made  by  another  independent  public  accountant  of  cer- 
tain of  the  accounts  of  such  person  or  its  subsidiaries,  the  certifi- 
cate of  such  other  accountant  shall  be  filed  (and  the  provisions 
of  Rules  2.01  and  2.02  shall  be  applicable  thereto);  however, 
the  certificate  of  such  other  accountant  need  not  be  filed  (a)  if 
no  reference  is  made  directly  or  indirectly  to  such  other  ac- 
countant's examination  in  the  principal  accountant's  certificate, 
or  (b)  if,  having  referred  to  such  other  accountant's  examina- 
tion, the  principal  accountant  states  in  his  certificate  that  he 
assumes  responsibility  for  such  other  accountant's  examination 
in  the  same  manner  as  if  it  had  been  made  by  him. 


Chapter  6 

TAX    PRACTICE 


CUSTOMARY  activities  of  certified  public  accountants  gen- 
erally designated  by  the  phrase  ''tax  practice"  include 
assistance  to  taxpayers  in  determination  of  tax  liabilities  and  in 
planning  business  transactions  with  a  view  to  tax  effects;  prepa- 
ration of  tax  returns  and  claims  for  refund;  processing  requests 
for  rulings  and  applications  for  exemption;  representation  of 
taxpayers  in  explanation  of  returns  to  examining  agents  and  in 
settlement  of  proposed  additional  assessments  or  claims  for 
refund  with  the  Internal  Revenue  Service. 

Many  certified  public  accountants  are  admitted  to  practice 
before  the  U.S.  Tax  Court,  and  sometimes  prepare  petitions  for 
review  of  cases  by  that  body.  The  filing  of  petitions  is  often  an 
essential  part  of  the  administrative  settlement  of  tax  liabilities. 
Few  CPAs  represent  clients  in  proceedings  before  the  Tax 
Court,  where  the  rules  of  evidence  apply  and  a  record  is  made 
subject  to  judicial  review. 

For  many  certified  public  accountants  tax  practice  is  a 
principal  source  of  revenue.  The  income  tax  laws,  originating 


no 


1 1 1       Tax  Practice 

in  an  amendment  to  the  Constitution  in  1913,  have  been  one 
of  the  reasons  for  the  rapid  growth  and  development  of  the 
accounting  profession  in  the  United  States.  Many  individuals 
and  businessmen  who  had  not  kept  careful  accounts  prior  to 
that  time  found  it  necessary  to  do  so  in  order  to  comply  with 
income  tax  requirements.  There  was  consequently  a  great 
demand  for  accounting  services,  particularly  the  installation  of 
bookkeeping  and  accounting  systems  which  would  yield  the 
necessary  information  to  prepare  and  support  tax  returns. 


Sec.    58  —  PREPARATION  OF  RETURNS 

From  the  beginning,  accountants  have  usually  been  called  upon 
to  assist  taxpayers  who  needed  help  in  the  preparation  of  re- 
turns. Most  businesses,  as  well  as  many  individuals,  need  such 
help,  and  CPAs  today  handle  a  large  part  of  this  work. 

However,  the  Treasury  Department  places  no  limitation  on 
the  preparation  of  tax  returns.  Anyone  whom  a  taxpayer  chooses 
may  prepare  his  return.  But  it  is  required  that  anyone  giving  a 
taxpayer  such  assistance  shall  sign  a  " jurat"  or  affidavit  incor- 
porated in  the  return,  and  taxpayers  are  required  to  state 
whether  or  not  they  have  had  outside  assistance  for  a  fee. 


Sec.  59  —  PRACTICE  BEFORE  TREASURY  DEPARTMENT 

From  the  inception  of  the  income  tax  system  in  this  country, 
certified  public  accountants  have  been  admitted  to  practice 
before  the  Treasury  Department  (i.e.,  to  represent  taxpayers 
in  dealings  with  the  Internal  Revenue  Service)  by  virtue  of  their 
professional  status— that  is,  without  special  examination. 
Lawyers  are  also  enrolled  to  practice  before  the  Treasury  De- 
partment by  virtue  of  professional  status.  A  comparatively  small 
number  of  other  persons  have  been  enrolled  as  "agents"  to 
practice  before  the  Department  by  virtue  of  passing  special 
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examinations  for  the  purpose,  or  by  virtue  of  having  attained  an 
advanced  status  as  former  employees  of  the  Internal  Revenue 
Service  itself. 


Sec.    60  —  ACCOUNTING  AND  LEGAL  QUESTIONS  OFTEN  MINGLED 
IN  TAXATION 

Basically,  "tax  practice"  encompasses  several  different  kinds  of 
functions  in  assisting  taxpayers.  One  is  aid  in  compliance— the 
actual  preparation  and  filing  of  tax  returns.  Since  a  tax  return 
is  mainly  an  assembly  of  financial  data  in  customary  accounting 
forms,  it  is  largely  an  accounting  function. 

At  the  other  extreme  is  litigation  of  tax  controversies  in  the 
regular  courts,  which  is  exclusively  a  legal  function. 

In  other  phases  of  tax  practice,  questions  of  accounting  in- 
volved in  the  determination  of  income,  particularly  business 
income,  and  questions  of  law  related  to  the  legal  status  of  tax- 
payers, the  validity  of  legal  instruments,  and  a  host  of  other 
questions,  are  frequently  closely  intermingled. 

It  is  obvious  that  the  service  of  the  certified  public  accountant 
in  tax  practice  is  far  from  "unique,"  as  it  may  be  said  to  be  in 
the  auditing  of  financial  statements  and  the  expression  of 
opinions  thereon.  In  tax  practice  the  CPA  finds  himself  prac- 
ticing side  by  side  with  lawyers,  public  accountants,  and 
self-designated  "tax  experts."  But  broadly  speaking,  certified 
public  accountants  do  play  an  indispensable  role  in  determina- 
tion, reporting,  and  settlement  of  tax  liabilities  at  the  adminis- 
trative level. 


Sec.  6 1  —  ETHICAL  PROBLEMS  IN  TAX  PRACTICE 

Ethical  problems  of  great  importance  and  difficulty  arise  con- 
tinually in  tax  practice.  To  many  of  these  problems  there  are 
as  yet  no  authoritative  answers.  The  Rules  of  Professional  Con- 
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duct  of  the  American  Institute  of  Accountants,  which  deal  so 
thoroughly  with  the  ethical  responsibilities  of  the  certified 
public  accountant  in  his  capacity  as  independent  auditor,  and  in 
this  area  are  backed  up  by  a  substantial  literature,  are  silent 
with  respect  to  ethical  responsibilities  in  tax  practice.  The  gen- 
eral literature  on  this  subject  is  also  sparse. 

Perhaps  one  reason  for  this  void  is  that  the  Treasury  Depart- 
ment has  promulgated  certain  rules  of  conduct  applicable  to 
all  persons  enrolled  to  practice  before  it.  Inasmuch  as  this  field 
is  not  the  exclusive  province  of  members  of  either  the  legal 
or  accounting  profession,  but  is  a  field  of  mixed  practice  subject 
to  regulation  by  the  federal  government,  perhaps  neither  of  the 
two  professions  has  felt  obliged  to  formulate  canons  or  rules 
of  ethics  specifically  applicable  to  this  area  of  practice. 

However,  members  of  the  American  Institute  of  Accountants 
have  been  disciplined  by  the  Institute's  Trial  Board  for  im- 
proper conduct  in  tax  practice  under  the  general  provision  of 
the  by-laws  providing  for  suspension  or  expulsion  for  "conduct 
discreditable  to  the  profession." 

In  1955  the  Institute's  committee  on  professional  ethics  in  its 
report  to  the  Council  raised  the  question  whether  an  official 
statement  should  be  issued  concerning  the  ethical  responsi- 
bilities of  certified  public  accountants  in  tax  practice.  In  accept- 
ing this  report  the  Council  acquiesced  in  a  study  of  this 
proposal.  A  subcommittee  of  the  committee  on  ethics  is  presently 
engaged  in  considering  the  matter,  and  collaboration  with 
the  committee  on  federal  taxation  has  been  requested.  Whether 
or  not  specific  recommendations  for  adoption  of  rules  of 
conduct,  or  official  statements  by  the  Council,  will  result  from 
such  study  remains  to  be  seen. 

Meanwhile,  it  seems  useful  to  attempt  in  this  book  to  identify 
the  types  of  ethical  problems  that  arise  in  tax  practice,  to  point 
out  statements  carrying  some  measure  of  authority  which  may 
serve  as  guideposts  to  ethical  behavior  in  this  field,  and  to 
discuss  some  of  the  moot  questions.  The  basic  ethical  concept 
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of  professional  competence,   discussed  in   Chapter   2   of  this 
book,  should  be  kept  in  mind  during  this  discussion. 

Ethical  problems  in  tax  practice  fall  into  several  categories: 
ethical  responsibility  to  the  client,  to  the  government,  and  to 
the  general  public,  and  ethical  questions  involved  in  relations 
with  the  legal  profession  in  tax  practice. 


Sec.    62  —  ETHICAL  RESPONSIBILITY  TO   CLIENT  IN  TAX  PRACTICE 

Determination  of  Tax  and  Preparation  of  Returns.  It  is 
generally  agreed  that  the  certified  public  accountant  in  tax 
practice  as  in  other  fields  of  practice  has  a  primary  responsibility 
to  his  client.  This  need  not  conflict  with  his  responsibility  to  the 
government  and  to  the  general  public.  One  duty  to  the  client  is 
to  help  him  keep  his  tax  to  the  minimum  legally  due— that  is,  to 
avoid  unnecessary  overpayment.  He  also  owes  the  client  a  duty, 
however,  to  try  to  keep  him  out  of  trouble— to  advise  him  to 
avoid  underpayments  of  tax  that  may  lead  to  interest  or  penal- 
ties, and  particularly  to  dissuade  him  from  concealments  which 
might  result  in  charges  of  fraud. 

Avoidance  of  taxes— that  is,  keeping  them  to  the  legal  mini- 
mum—is legally  and  morally  proper.  Evasion  of  taxes  by  filing 
false  information  or  concealing  significant  information  is  obvi- 
ously improper  and  illegal. 

Unscrupulous  tax  practitioners,  it  has  been  said,  have  pre- 
pared returns  deliberately  which  resulted  in  overpayment  of  tax 
without  the  client's  knowledge,  in  order  that  the  practitioner 
might  later  get  the  credit,  and  perhaps  additional  fee,  for  obtain- 
ing a  refund.  Unscrupulous  practitioners  have  also  encouraged 
clients  to  make  questionable  deductions  which  resulted  in 
immediate  tax  "savings,"  for  which  the  client  was  glad  to  pay 
the  practitioner's  fee  but  which  were  offset  later  by  additional 
assessments  plus  interest  and  penalties.  These  are  clearly  un- 
ethical practices  for  which  a  member  of  the  American  Institute 
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of  Accountants  would  be  liable  to  discipline  under  the  pro- 
visions of  the  by-laws  relating  to  "conduct  discreditable  to  the 
profession." 

Discovery  of  Understatement  in  Prior  Years.  A  problem 
which  occasionally  confronts  CPAs  arises  from  discovery  that  a 
client  has  substantially  understated  income  in  prior  years.  This 
understatement  on  the  part  of  the  client  may  have  been  unin- 
tentional or  intentional. 

Treasury  Department  Circular  230  (regulations  governing 
practice  by  enrolled  attorneys  and  agents  before  the  Depart- 
ment) contains  the  following  provision: 

Sec.  10.2(c)  Each  enrolled  attorney  or  agent  who  knows  that 
a  client  has  not  complied  with  the  law  or  has  made  an  error  in, 
or  an  omission  from,  any  return,  document,  affidavit,  or  other 
paper,  which  the  law  requires  such  client  to  execute,  shall  ad- 
vise his  client  promptly  of  the  fact  of  such  noncompliance, 
error,  or  omission. 

It  seems  clear  that  upon  discovery  of  an  error  in  a  return  of 
an  earlier  year  the  certified  public  accountant  should  recom- 
mend to  the  client  that  the  error  be  brought  to  the  government's 
attention  and  that  the  additional  tax  due,  if  any,  be  paid. 

If  the  CPA  believes  that  the  client's  error  was  intentional,  and 
that  criminal  prosecution  by  the  government  might  result,  he 
should  advise  the  client  that  he  needs  competent  legal  advice 
and  aid.  The  CPA  should  remind  the  client  that  his  civil  rights 
may  be  involved.  The  CPA  should  also  point  out  that  he  does 
not  enjoy  the  legal  right  of  "privileged  communication,"  and 
consequently  might  be  required  to  testify  on  statements  made 
to  him  by  the  client,  and  to  make  available  working  papers, 
correspondence  and  other  documents  relating  to  the  tax  returns 
under  consideration.* 


*See  "Professional   Conduct  in   Taxes,"  by  Albert  H.  Cohen,    The  Journal  of 
Accountancy  (January  1956),  page  38. 
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The  certified  public  accountant  is  not  required  to  notify  the 
Treasury  Department  of  an  error  discovered  in  a  return  of  a 
prior  year.  He  should  respect  his  confidential  relationship  with 
his  client.  Rule  Number  16  of  the  Institute's  Rules  of  Profes- 
sional Conduct  states: 

A  member  shall  not  violate  the  confidential  relationship  be- 
tween himself  and  his  client.f 

This  has  been  held  by  the  committee  on  professional  ethics  to 
apply  to  tax  matters  as  well  as  other  professional  accounting 
work. 

However,  many  certified  public  accountants  believe  that  if 
a  client  refuses  to  take  steps  to  correct  a  material  error  in  the 
return  of  a  prior  year  the  certified  public  accountant  should 
withdraw  from  the  engagement— that  is,  part  company  with  that 
client.  This  belief  is  based  on  personal  judgment  of  what  is 
sound  practice  rather  than  on  present  ethical  requirements. 

Alternative  Methods.  Another  frequent  problem  in  the 
preparation  of  returns  is  how  to  present  an  unusual  item  of 
income  or  expense  when  alternative  methods  appear  to  be  per- 
missible under  the  Internal  Revenue  Code  or  related  regula- 
tions, decisions  and  rulings,  and  one  method  is  better  for  the 
taxpayer  than  another.  Certified  public  accountants  have  a 
responsibility  to  point  out  the  method  which  is  most  favorable 
to  their  clients,  if  at  the  same  time  it  is  justified  under  a  reason- 
able interpretation  of  the  accounting  requirements  of  the  tax 
law.  At  the  same  time,  the  CPA  should  make  clear  the  possibility 
that  the  method  most  favorable  to  the  client  might  later  lead  to 
a  deficiency  assessment  and  ultimately  to  litigation.  The  decision 
should  be  up  to  the  client  in  view  of  the  possibility  of  interest 
charges  and  penalties,  and  the  cost  of  possible  controversy  and 
litigation.* 

fThis  rule  is  discussed  at  greater  length  in  Chapter  8,  pages  161  to  183. 
*Cohen,  "Professional  Conduct  in  Taxes,"  page  38. 
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Representation  Before  the  Internal  Revenue  Service.  A 
certified  public  accountant's  general  responsibility  to  his  client 
in  representing  him  before  the  Internal  Revenue  Service  is  to 
assist  the  client  in  making  the  best  settlement  possible  within  a 
reasonable  interpretation  of  the  law.  (See  also  Sec.  64,  page  120.) 

Treasury  Department  Rules  Governing  Enrolled  Practition- 
ers. Treasury  Circular  230  contains  a  general  rule  that  en- 
rolled attorneys  shall  observe  the  canons  of  ethics  of  the  Ameri- 
can Bar  Association  and  that  enrolled  agents  (including  certified 
public  accountants)  shall  observe  the  rules  of  ethics  of  the 
accounting  profession. 

In  addition  to  this  general  requirement,  Circular  230  itself 
contains  a  number  of  rules  which  all  enrolled  practitioners  are 
required  to  observe. 

Sec.    63  —  ETHICAL  RESPONSIBILITY  TO  GOVERNMENT  IN  TAX  PRACTICE 

Tax  Returns.  In  preparing  a  tax  return  it  is  quite  clear  that  a 
certified  public  accountant  is  not  subject  to  the  same  ethical 
requirements  of  'independence,"  in  its  technical  sense,  as  in  the 
expression  of  opinion  on  financial  statements  prepared  in  ac- 
cordance with  generally  accepted  accounting  principles.  The 
circumstances  are  entirely  different,  and  the  responsibilities 
must  be  different  also. 

A  certified  public  accountant  may  prepare  a  return  from  data 
presented  by  the  taxpayer  without  verification  by  the  CPA;  or 
from  data  submitted  by  the  taxpayer,  but  partly  checked  by 
review  of  his  books  without  reference  to  underlying  records; 
or  from  data  taken  from  financial  statements  audited  by  the 
certified  public  accountant  on  which  he  has  expressed  a  profes- 
sional opinion.  In  the  first  two  instances  the  CPA  obviously 
cannot  take  responsibility  for  the  completeness  and  accuracy  of 
the  information  contained  in  the  tax  return.  And  even  in  the 
third  instance,  he  is  not  asked  or  even  permitted  to  take  this 
responsibility. 
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Although  there  seems  to  be  no  clearly  defined  responsibility 
on  the  tax  practitioner  to  satisfy  himself  that  the  information 
presented  in  a  return  is  complete  and  accurate,  the  certified 
public  accountant  has  an  inescapable  ethical  responsibility  to 
exercise  prudence  in  evaluating  the  information  in  the  return. 
He  should  not  close  his  eyes  to  obvious  inaccuracies,  nor  readily 
accept  information  that  his  own  knowledge  might  suggest  to  be 
in  conflict  with  the  facts.* 

Persons  who  assist  others  in  the  preparation  of  income  tax 
returns  are  required  to  sign  the  following  "jurat"  or  affidavit: 

I  declare  under  the  penalties  of  perjury  that  I  prepared  this 
return  for  the  person(s)  named  herein;  and  that  this  return 
(including  any  accompanying  schedules  and  statements)  is,  to 
the  best  of  my  knowledge  and  belief,  a  true,  correct,  and  com- 
plete return  based  on  all  the  information  relating  to  the  matters 
required  to  be  reported  in  this  return  of  which  I  have  any 
knowledge. 

This  form  of  affidavit  makes  no  provision  for  explanation 
of  the  extent  to  which  a  certified  public  accountant  may  have 
satisfied  himself  as  to  the  accuracy  of  the  information  in  the 
return.  The  words  "to  the  best  of  my  knowledge  and  belief" 
suggest  a  rather  broad  responsibility.  The  important  question 
is  whether  these  words  imply  that  sufficient  knowledge  has  been 
acquired  to  justify  the  belief.  Some  practitioners  have  attached 
disclaimers  to  the  standard  form  of  affidavit,  pointing  out  that 
they  have  not  made  examination  of  the  underlying  data  and 
accept  no  responsibility  for  the  accuracy  thereof.  Opinions  differ 
as  to  the  effectiveness  and  desirability  of  such  disclaimers.  Avail- 
able evidence  indicates  that  the  Internal  Revenue  Service 
personnel  do  not  attach  any  significance  to  such  disclaimers, 
because  they  do  not  assume  that  the  practitioner  has  a  responsi- 
bility to  acquire  knowledge. 

The  American  Institute  of  Accountants'  committee  on  federal 

*Cohen,  "Professional  Conduct  in  Taxes,"  page  36. 
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taxation,  believing  that  the  limitation  of  responsibility  should 
be  spelled  out,  recently  suggested  to  the  Internal  Revenue  Serv- 
ice that  the  form  of  affidavit  on  tax  returns  be  revised  so  as  to 
show  whether  or  not  the  practitioner  who  signed  the  return  had 
made  an  examination  of  the  underlying  records,  and  if  so,  the 
extent  of  such  examination.  The  proposed  new  form  was  as 
follows: 

I/we  declare  under  penalties  of  perjury  that  this  return  (in- 
cluding any  accompanying  schedules  and  statements)  is,  to  the 
best  of  my/our  knowledge  and  belief,  a  true,  correct  and  com- 
plete return  based  on   (check  one): 

□  examination  of  the  accounting  records  of  the  taxpayer  in 
accordance  with  generally  accepted  auditing  standards; 

□  a  limited  examination  of  accounting  records  of  the  taxpayer; 

□  information  furnished  by  the  taxpayer  or  obtained  from 
the  accounting  records  of  the  taxpayer  without  audit. 

The  committee  believes  that  the  information  which  this  form 
of  affidavit  would  yield  would  aid  the  Internal  Revenue  Service 
in  classifying  returns  for  audit,  in  that  it  would  indicate  gener- 
ally the  extent  to  which  a  responsible  check  had  been  made  of 
accounting  data  underlying  the  figures  in  the  return.  Also  it 
would  protect  the  tax  practitioner  against  possible  charges  that 
in  signing  the  language  of  the  present  form  of  affidavit  he  was 
accepting  a  broader  responsibility  than  the  information  in  his 
possession  actually  warranted. 

It  is  a  violation  of  law  for  a  person  who  assists  another  in  the 
preparation  of  a  return  to  fail  to  sign  the  affidavit  on  the  return. 
In  addition,  all  returns  include  a  question  which  the  taxpayer 
is  required  to  answer  as  to  whether  anyone  was  paid  for  assist- 
ance in  preparing  the  return. 

In  signing  tax  returns,  the  certified  public  accountant  should 
again  keep  in  mind  that  the  CPA  certificate  has  acquired  such 
prestige  that  the  mere  appearance  of  a  CPA's  name  in  conjunc- 
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tion  with  financial  data  is  likely  to  add  credibility  to  those  data 
in  the  mind  of  a  reader— in  this  case  internal  revenue  agents. 


Sec.    64  —  RESPONSIBILITY  TO  THE   GOVERNMENT  IN 
REPRESENTATION  OF  TAXPAYERS 

What  is  the  ethical  responsibility  of  a  certified  public  account- 
ant enrolled  to  practice  before  the  Treasury  Department  in 
representing  a  taxpayer  in  negotiations  with  the  Internal 
Revenue  Service  for  the  purpose  of  settling  additional  assess- 
ments or  claims  for  refund?  This  is  a  very  difficult  and  complex 
question,  and  no  clear  answer  has  emerged.  While  there  can  be 
no  doubt  that  some  ethical  responsibility  exists,  its  exact  nature 
and  limitations  are  as  yet  obscure. 

The  vital  question  is,  how  much  information  should  the 
certified  public  accountant  voluntarily  reveal  to  the  government 
agent,  and  how  much  and  what  kind  of  information  is  he  en- 
titled to  be  silent  about  in  the  interest  of  reaching  the  best 
settlement  which  the  CPA  honestly  believes  the  law  allows. 

It  goes  without  saying  that  the  CPA  cannot  present  false  in- 
formation, nor  deliberately  conceal  facts  which  have  a  material 
bearing  on  the  point  at  issue.  But  there  are  many  situations  in 
which  circumstances  surrounding  a  particular  financial  trans- 
action permit  honest  difference  of  opinion  as  to  how  it  should 
be  treated  for  income  tax  purposes.  Each  of  the  alternatives  may 
be  reasonably  justified  under  the  law.  If  the  taxpayer  has  decided 
to  report  the  transaction  in  the  manner  most  favorable  to  him, 
and  the  CPA  representing  him  believes  it  to  be  justifiable,  is  he 
under  any  obligation  to  bring  to  the  attention  of  the  revenue 
agent  the  possible  alternative  interpretations,  or  may  he  assume 
that  the  agent  sustains  the  full  burden  of  disproving  the  tax- 
payer's contention? 

Following  are  summaries  of  the  views  of  some  certified  public 
accountants  on  the  ethical  responsibility  to  the  government  of 
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CPAs  engaged  in  representing  taxpayers  before  the  Internal 
Revenue  Service. 

The  examining  agent  has  an  opportunity  to  inquire  into  the 
facts  for  himself  and  to  request  such  information  as  he  desires. 
The  practitioner  is  required  to  produce  documents  and  records 
called  for  unless  he  has  a  firm  reason  for  believing  that  the  re- 
quest is  without  foundation.  In  honoring  direct  requests  of  the 
examining  agent,  however,  the  practitioner  has  no  obligation 
to  volunteer  information  on  matters  which  might  reasonably  be 
dealt  with  in  alternate  ways.* 

There  is  an  ever-present  conflict  between  the  desire  to  present 
only  the  favorable  facts  and  to  omit  the  unfavorable  ones,  and 
the  practitioner's  responsibility  to  reveal  all  fundamental  facts 
pertinent  to  the  issue.  A  line  must  be  drawn  between  the  situa- 
tion where  the  holding  back  of  facts  is  within  the  practitioner's 
discretion,  based  on  the  assumption  that  he  is  not  required  to 
furnish  the  government  with  the  ammunition  to  defeat  a  tax- 
payer's valid  claim,  and  the  situation  where  the  withholding 
of  facts  is  tantamount  to  concealment  or  subterfuge.  (Unpub- 
lished view  of  a  certified  public  accountant.) 

The  following  paragraph,  according  to  one  eminent  tax 
practitioner,  "probably  contains  the  crux  of  the  whole  question, 
and  possibly  of  the  whole  answer,"  in  regard  to  ethical  responsi- 
bility for  disclosures  in  tax  matters. 

Although  both  legal  and  moral  concepts  preclude  con- 
cealment of  material  facts,  neither  a  taxpayer,  nor  the  CPA 
representing  him,  is  under  any  obligation  to  call  attention  to 
controversial  matters  when  filing  a  return,  or  when  it  is  ex- 
amined by  revenue  agents.  Where  the  application  of  the  law 
to  the  facts  is  unquestioned,  and  the  position  taken  in  the  return 
is  intended  to  dispute  the  validity  of  the  rule,  failure  to  attach  a 
plain  statement  to  that  effect  would  seem  to  justify  the  negli- 
gence penalty.  Where  an  obvious  mistake  in  the  facts,  or  in 

♦Cohen,  "Professional  Conduct  in  Taxes,  pages  38-39. 
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calculations  or  otherwise,  is  discovered  by  the  CPA  to  favor  the 
taxpayer,  the  circumstance  should  be  called  to  the  attention  of 
the  government,  and  when  a  mistake  in  favor  of  the  government 
is  discovered  by  the  revenue  agent,  it  should  be  called  to  the 
attention  of  the  taxpayer.  The  CPA  should  be  required  to 
inform  representatives  of  the  government  of  any  facts  which 
completely  dispose  of  the  taxpayer's  case.  The  CPA  should  deal 
openly  with  representatives  of  the  government  and  should  avoid 
anything  suggesting  concealment  or  trickery.  (Unpublished 
view  of  a  certified  public  accountant.) 

It  is  interesting  to  compare  these  views  with  the  views  of  tax 
lawyers  on  the  same  subject. 

The  Tax  Law  Review  published  by  the  New  York  University 
School  of  Law,  November  1952,  contained  the  transcript  of  a 
discussion  of  '"Ethical  Problems  of  Tax  Practitioners"  by  a 
group  of  prominent  tax  lawyers. 

For  example,  one  lawyer  asked:  "Are  we  justified  in  advising 
the  client  to  bury  in  an  expense  account  an  item  which  is  indis- 
putably a  capital  expenditure  and,  if  properly  recorded,  would 
have  to  be  amortized  over  a  long  period,  whereas  the  client 
desires  an  ordinary  expense  deduction?  In  principle,  I  can  find 
no  justification  for  regarding  .  .  .  the  misleading  accounting  .  .  . 
as  anything  less  than  a  fraud  on  the  fisc,  a  violation  of  law,  and 
an  attempt  by  the  taxpayer  and  his  counsel  to  evade  taxes." 

However,  he  continued:  ".  .  .  It  is  the  ethic  of  the  profession 
that:  The  tax  practitioner  does  not  regard  it  as  his  duty  to  recom- 
mend full  and  fair  disclosure  of  the  facts  as  to  items  question- 
able in  law  [emphasis  supplied]."  He  then  went  on,  "If  you 
think  of  the  citizen's  relationship  to  his  government  as  compa- 
rable to  that  of  a  plaintiff  or  a  defendant  to  his  adversary  in  a 
litigation,  perhaps  you  can  justify  the  absence  of  an  ethical 
standard  of  full  and  fair  disclosure,  but  even  on  that  basis  not 
the  looseness  with  which  we  draw  misleading  contracts  and 
resolutions,  and  advise  as  to  swollen  deductions  or  misleading 
accounting.  But  is  that  a  proper  standard  by  which  to  conduct 
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the  citizen's  relations  to  his  government  in  the  taxing  area?  Does 
not  the  citizen  owe  his  government  and  his  neighbors  the  duty 
of  paying  his  share  of  taxes  as  required  by  law?  As  ministers  of 
the  law,  can  we  countenance  or  be  accessory  to  an  escape  by 
taxpayers  of  their  duty  to  the  government?" 

Another  lawyer  said:  "The  ethical  problems  facing  the  tax 
practitioner  in  dealing  with  Treasury  representatives  are,  of 
course,  largely  the  same  as  those  of  any  lawyer  dealing  with  an 
adversary.  The  necessity  for  the  avoidance  of  any  false  state- 
ment, misrepresentation,  or  trickery  is  as  obvious  here  as  in  all 
other  fields  of  legal  practice.  The  conflict  between  the  lawyer's 
zeal  as  an  advocate  and  his  ethical  responsibilities  as  a  member 
of  the  bar  is  always  present.  But  there  is  another  factor  which 
cannot  be  overlooked.  In  dealing  with  the  Treasury  the  lawyer 
is  not  only  an  advocate  in  an  adversary  proceeding  but  he  is 
dealing  with  the  Department  of  whose  bar  he  is  an  enrolled 
member.  When  the  Treasury,  through  its  Bureau  representa- 
tives, asks  for  data  and  information  pertaining  to  a  case  of  a 
particular  taxpayer,  the  government  is  entitled  to  such  informa- 
tion if  it  is  pertinent  to  the  issue,  and  the  lawyer  assumes  the 
responsibility  for  the  accuracy  of  the  information  furnished.  In 
arguing  the  legal  merits  from  the  information  that  is  available, 
the  lawyer  can,  of  course,  put  the  most  favorable  face  on  the 
facts.  He  is  not  bound  to  support  interpretations  of  the  facts 
which  might  help  the  government,  but  is  duty-bound  not  to 
conceal  facts  which  are  material  to  the  issue  which  is  being  con- 
sidered. In  the  ordinary  case  a  lawyer  is  generally  free  to  furnish 
his  adversary  facts  or  refuse  to  furnish  them,  depending  upon 
the  tactics  of  the  case.  This,  of  course,  is  one  of  the  striking  dif- 
ferences between  the  ordinary  situation  and  the  tax  situation/' 

The  questions  involved  in  this  subject  are  difficult  and  com- 
plex, but  this  does  not  justify  a  failure  to  try  to  provide  more 
specific  answers  than  those  now  available.  The  subject  deserves 
frequent  discussion  at  meetings  of  certified  public  accountants 
in  all  parts  of  the  country. 


124      Auditing,  Tax  Practice,  and  Management  Services 


Sec.    65  —  RESPONSIBILITY  TO  THE   PUBLIC 

In  all  this  discussion  it  must  be  recognized  that  the  general 
public  as  well  as  the  government  is  affected.  If  one  citizen  escapes 
his  just  tax,  others  must  pay  more.  Our  American  income  tax  sys- 
tem is  based  on  voluntary  self-assessment,  and  the  maintenance 
of  such  a  system  requires  confidence  in  its  fairness.  Complete 
enforcement  is  impossible.  There  are  now  about  sixty  million 
individual  and  corporate  taxpayers.  It  is  believed  that  only 
about  three  or  four  per  cent  of  the  income  tax  returns  filed  each 
year  can  be  adequately  checked  by  the  Internal  Revenue  Service. 
If  each  taxpayer  approached  the  payment  of  his  taxes  as  a  contest 
in  which  the  purpose  was  to  outwit  the  adversary  rather  than  as 
a  civic  duty,  and  if  tax  practitioners  encouraged  their  clients  to 
rationalize  the  rules  to  their  own  advantage,  the  system  would 
be  in  danger  of  breakdown,  as  it  has  broken  down  in  many 
other  countries. 

At  the  same  time,  it  must  be  recognized  that  income  for  a 
short  period,  such  as  a  year,  and  especially  business  income,  is  an 
elusive  concept.  There  are  wide  areas  in  which  subjective  judg- 
ments must  be  exercised,  and  this  inevitably  can  lead  to  honest 
differences  of  opinion. 

The  Internal  Revenue  Service  also  is  not  without  responsi- 
bility. If  revenue  agents  approach  examination  of  tax  returns  in 
a  partisan  spirit,  with  the  objective  of  getting  the  most  tax  im- 
mediately by  stretching  the  rules  as  far  as  possible  in  the  govern- 
ment's favor;  if  they  take  advantage  of  technicalities  inequitable 
to  the  taxpayer;  if  they  insist  on  unnecessary  adjustments  of 
income  or  expenses  between  accounting  periods;  if  revenue 
agents  are  rated  for  promotion  on  the  basis  of  "production"  of 
additional  taxes— then  taxpayers  react  defensively.  They  will 
view  the  government  as  an  adversary,  and  come  to  regard  the 
payment  of  taxes  as  a  game,  rather  than  a  moral  obligation. 

Most  tax  practitioners  have  a  sense  of  responsibility  to  the 
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public,  as  well  as  to  clients  and  the  government,  but  the  precise 
nature  and  extent  of  this  responsibility  is  difficult  to  define. 

Practitioners  know  that  if  one  taxpayer  pays  less  than  he 
should,  others  will  have  to  pay  more  to  make  up  the  needed 
revenue.  Certified  public  accountants  who  earn  the  confidence 
of  both  their  clients  and  the  revenue  agents  serve  as  a  stabilizing 
force.  They  help  greatly  to  maintain  confidence  in  the  country's 
tax  system  and  to  make  it  work  with  reasonable  efficiency. 

Perhaps  an  effort  should  be  made  to  develop  standards  of 
conduct  and  fair  play  to  which  both  the  Internal  Revenue  Serv- 
ice and  practitioners  enrolled  to  practice  before  the  Treasury 
Department  would  be  required  to  adhere.  If  both  internal 
revenue  agents  and  enrolled  attorneys  and  agents  were  subject 
to  well-defined  responsibilities,  the  temptation  of  either  party 
to  take  advantage  of  the  other  would  be  minimized. 


Sec.    66  —  ETHICAL   RESPONSIBILITIES    INVOLVED    IN    RELATIONS 
WITH  THE  LEGAL  PROFESSION  IN  TAX  PRACTICE 

In  all  phases  of  tax  practice,  questions  of  accounting  and  ques- 
tions of  law  may  arise. 

It  has  been  generally  conceded  by  authoritative  spokesmen  of 
both  professions  that  both  lawyers  and  certified  public  account- 
ants have  an  ethical  responsibility  to  safeguard  the  best  interests 
of  their  clients  by  refraining  from  giving  service  or  advice  which 
requires  the  training  and  skill  of  a  member  of  the  other  profes- 
sion. 

This  proposition  is  in  harmony  with  the  general  ethical 
responsibility  of  a  member  of  any  recognized  profession  not  to 
give  service  or  advice  which  he  is  not  competent  to  give.  (See 
Chapter  2.) 

The  difficulty  of  applying  the  general  ethical  proposition  in 
actual  practice  is  rooted  principally  in  the  difficulty  of  defining 
what  constitutes  "a  question  of  law"  and  "a  question  of  account- 
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ing"  in  a  particular  tax  matter.  Neither  term  has  been  generally 
denned  by  accepted  authority,  and  there  is  considerable  doubt 
whether  they  ever  can  be. 


Sec.    67  —  THE  TREASURY  DEPARTMENT  STATEMENT  OF  JANUARY  30,  1956 

The  Secretary  of  the  Treasury  on  January  30,  1956,  issued  the 
following  statement: 

DEPARTMENT      OF      THE      TREASURY 

Treasury  Department  Interpretation  of  Section  10.2 
of  Treasury  Department  Circular  230  (31  C.F.R.  10.2) 

For  some  months  the  Treasury  Department  has  had  under  con- 
sideration the  revision  of  Treasury  Department  Circular  230 
relating  to  practice  before  the  Department. 

Congress  has  given  the  Treasury  Department  the  responsibil- 
ity of  regulating  practice  before  the  Department.  It  is  in  the 
exercise  of  this  responsibility  that  the  Department  has  issued 
the  rules  and  regulations  set  forth  in  Circular  230,  taking  into 
consideration,  among  other  things,  the  need  of  taxpayers  for 
tax  advice  and  assistance,  the  number  of  tax  returns  filed  each 
year,  the  volume  and  complexity  of  problems  relating  thereto, 
the  skills  and  training  required  for  proper  representation  of 
taxpayers'  interest  and  the  availability  of  people  who  can  pro- 
vide such  service. 

The  Department  believes  the  standards  prescribed  in  Circu- 
lar 230  have  generally  operated  in  a  highly  satisfactory  manner, 
have  made  available  to  taxpayers  representatives  to  assist  them 
in  presenting  their  interests  to  the  Department,  and  have  facil- 
itated fair  and  orderly  administration  of  the  tax  laws. 

It  is  the  intention  of  the  Department  that  all  persons  en- 
rolled to  practice  before  it  be  permitted  to  fully  represent  their 
clients  before  the  Department,  in  the  manner  hereinafter  in- 
dicated. This  is  apparent  from  section  10.2(b),  which  states 
that  the  scope  of  practice  (of  agents  as  well  as  attorneys)  before 
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the  Department  comprehends  "all  matters  connected  with  the 
presentation  of  a  client's  interest  to  the  Treasury  Department." 
Enrollees,  whether  agents  or  attorneys,  have  been  satisfactorily 
fully  representing  clients  before  the  Department  for  many  years. 
The  Department  believes  this  has  been  beneficial  to  the  tax- 
payers and  to  the  Government  and  that  there  presently  ap- 
pears no  reason  why  the  present  scope  and  type  of  practice 
should  not  continue  as  it  has  in  the  past. 

The  Department's  attention  has  been  called  to  the  decisions 
of  certain  State  courts  and  to  statements  which  suggest  varying 
interpretations  of  section  10.2(f)  of  the  Circular.  This  subsection 
makes  it  clear  that  an  enrolled  agent  shall  have  the  same  rights, 
powers,  and  privileges  and  be  subject  to  the  same  duties  as  an 
enrolled  attorney,  except  that  an  enrolled  agent  may  not  pre- 
pare and  interpret  certain  written  instruments.  The  second 
proviso  of  the  subsection  states  that  nothing  in  the  regulations  is 
to  be  construed  as  authorizing  persons  not  members  of  the  bar 
to  practice  law.  The  uniform  interpretation  and  administration 
of  this  and  other  sections  of  Circular  230  by  the  Department 
are  essential  to  the  proper  discharge  of  the  above  responsibility 
imposed  on  it  by  the  Congress. 

It  is  not  the  intention  of  the  Department  that  this  second  pro- 
viso should  be  interpreted  as  an  election  by  the  Department  not 
to  exercise  fully  its  responsibility  to  determine  the  proper  scope 
of  practice  by  enrolled  agents  and  attorneys  before  the  Depart- 
ment. It  should  be  equally  clear  that  the  Department  does  not 
have  the  responsibility  nor  the  authority  to  regulate  the  profes- 
sional activities  of  lawyers  and  accountants  beyond  the  scope  of 
their  practice  before  the  Department  as  defined  in  section 
10.2  (b)  and  nothing  in  Circular  230  is  so  intended. 

The  Department  has  properly  placed  on  its  enrolled  agents 
and  enrolled  attorneys  the  responsibility  of  determining  when 
the  assistance  of  a  member  of  the  other  profession  is  required. 
This  follows  from  the  provisions  in  section  io.2(z)  that  enrolled 
attorneys  must  observe  the  canons  of  ethics  of  the  American 
Bar  Association  and  enrolled  agents  must  observe  the  ethical 
standards  of  the  accounting  profession.  The  Department  has 
been  gratified  to  note  the  extent  to  which  the  two  professions 
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over  the  years  have  made  progress  toward  mutual  understand- 
ing of  the  proper  sphere  of  each,  as  for  example  in  the  Joint 
Statement  of  Principles  Relating  to  Practice  in  the  Field  of 
Federal  Income  Taxation. 

The  question  of  Treasury  practice  will  be  kept  under  sur- 
veillance so  that  if  at  any  time  the  Department  finds  that  the 
professional  responsibilities  of  its  enrolled  agents  and  enrolled 
attorneys  are  not  being  properly  carried  out  or  understood,  or 
that  enrolled  agents  and  attorneys  are  not  respecting  the  ap- 
propriate fields  of  each  in  accordance  with  that  Joint  State- 
ment, it  can  review  the  matter  to  determine  whether  it  is  neces- 
sary to  amend  these  provisions  of  the  Circular  or  take  other 
appropriate  action. 

(Signed)  G.  M.  Humphrey 

Secretary  of  the  Treasury 
Dated:  January  30,  1956 

The  statement  that  "the  Department  has  properly  placed  on 
its  enrolled  agents  and  enrolled  attorneys  the  responsibility  of 
determining  when  the  assistance  of  a  member  of  the  other 
profession  is  required"  is  made  in  conjunction  with  a  reference 
to  the  provisions  of  the  Treasury  regulations  that  enrolled  at- 
torneys must  observe  the  canons  of  ethics  of  the  American  Bar 
Association  and  enrolled  agents  must  observe  the  ethical  stand- 
ards of  the  accounting  profession. 

In  the  final  paragraph  there  is  reference  to  "professional 
responsibilities,"  and  to  the  Department's  intention  that  en- 
rolled agents  and  attorneys  shall  respect  "the  appropriate  fields 
of  each." 

It  seems  clear  that  the  Treasury  Department  has  adopted  the 
ethical  principle  that  a  practitioner  should  not  venture  beyond 
the  bounds  of  his  professional  competence  (see  Chapter  2, 
"Professional  Competence")  and  intends  that  its  enrolled  prac- 
titioners shall  comply  with  that  principle. 

As  a  guide  to  compliance  with  this  ethical  principle,  reference 
is  made  to  the  "Statement  of  Principles  Relating  to  Practice  in 
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the  Field  of  Federal  Income  Taxation/*  which  was  approved 
by  the  House  of  Delegates  of  the  American  Bar  Association  and 
the  Council  of  the  American  Institute  of  Accountants  in  1951. 


<■■  Sec.  68  —  THE  "statement  of  principles" 

The  full  text  of  the  "Statement  of  Principles"  is  as  follows: 

Statement  of  Principles  Relating  to  Practice  in  the  Field  of 
Federal  Income  Taxation  Promulgated  by  the  National  Con- 
ference of  Lawyers  and  Certified  Public  Accountants 

Preamble.  In  our  present  complex  society,  the  average  citizen 
conducting  a  business  is  confronted  with  a  myriad  of  govern- 
mental laws  and  regulations  which  cover  every  phase  of  human 
endeavor  and  raise  intricate  and  perplexing  problems.  These 
are  further  complicated  by  the  tax  incidents  attendant  upon 
all  business  transactions.  As  a  result,  citizens  in  increasing  num- 
bers have  sought  the  professional  services  of  lawyers  and  certi- 
fied public  accountants.  Each  of  these  groups  is  well  qualified 
to  serve  the  public  in  its  respective  field.  The  primary  function 
of  the  lawyer  is  to  advise  the  public  with  respect  to  the  legal 
implications  involved  in  such  problems,  whereas  the  certified 
public  accountant  has  to  do  with  the  accounting  aspects  thereof. 
Frequently  the  legal  and  accounting  phases  are  so  interrelated 
and  interdependent  and  overlapping  that  they  are  difficult  to 
distinguish.  Particularly  is  this  true  in  the  field  of  income  tax- 
ation where  questions  of  law  and  accounting  have  sometimes 
been  inextricably  intermingled.  As  a  result,  there  has  been 
some  doubt  as  to  where  the  functions  of  one  profession  end 
and  those  of  the  other  begin. 

For  the  guidance  of  members  of  each  profession  the  National 
Conference  of  Lawyers  and  Certified  Public  Accountants  recom- 
mends the  following  statement  of  principles  relating  to  practice 
in  the  field  of  federal  income  taxation: 
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1.  Collaboration  of  Lawyers  and  Certified  Public  Account- 
ants Desirable.  It  is  in  the  best  public  interest  that  services 
and  assistance  in  federal  income  tax  matters  be  rendered 
by  lawyers  and  certified  public  accountants,  who  are  trained 
in  their  fields  by  education  and  experience,  and  for  whose 
admission  to  professional  standing  there  are  requirements 
as  to  education,  citizenship  and  high  moral  character.  They 
are  required  to  pass  written  examinations  and  are  subject 
to  rules  of  professional  ethics,  such  as  those  of  the  American 
Bar  Association  and  American  Institute  of  Accountants, 
which  set  a  high  standard  of  professional  practice  and  con- 
duct, including  prohibition  of  advertising  and  solicitation. 
Many  problems  connected  with  business  require  the  skills 
of  both  lawyers  and  certified  public  accountants  and  there 
is  every  reason  for  a  close  and  friendly  cooperation  between 
the  two  professions.  Lawyers  should  encourage  their  clients 
to  seek  the  advice  of  certified  public  accountants  whenever 
accounting  problems  arise  and  certified  public  accountants 
should  encourage  clients  to  seek  the  advice  of  lawyers  when- 
ever legal  questions  are  presented. 

2.  Preparation  of  Federal  Income  Tax  Returns.  It  is  a 
proper  function  of  a  lawyer  or  a  certified  public  accountant 
to  prepare  federal  income  tax  returns. 

When  a  lawyer  prepares  a  return  in  which  questions  of 
accounting  arise,  he  should  advise  the  taxpayer  to  enlist 
the  assistance  of  a  certified  public  accountant. 

When  a  certified  public  accountant  prepares  a  return  in 
which  questions  of  law  arise,  he  should  advise  the  taxpayer 
to  enlist  the  assistance  of  a  lawyer. 

3.  Ascertainment  of  Probable  Tax  Effects  of  Transac- 
tions. In  the  course  of  the  practice  of  law  and  in  the  course 
of  the  practice  of  accounting,  lawyers  and  certified  public 
accountants  are  often  asked  about  the  probable  tax  effects 
of  transactions. 
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The  ascertainment  of  probable  tax  effects  of  transactions 
frequently  is  within  the  function  of  either  a  certified  public 
accountant  or  a  lawyer.  However,  in  many  instances,  prob- 
lems arise  which  require  the  attention  of  a  member  of  one 
or  the  other  professions,  or  members  of  both.  When  such 
ascertainment  raises  uncertainties  as  to  the  interpretation 
of  law  (both  tax  law  and  general  law),  or  uncertainties  as 
to  the  application  of  law  to  the  transaction  involved,  the 
certified  public  accountant  should  advise  the  taxpayer  to 
enlist  the  services  of  a  lawyer.  When  such  ascertainment  in- 
volves difficult  questions  of  classifying  and  summarizing  the 
transaction  in  a  significant  manner  and  in  terms  of  money, 
or  interpreting  the  financial  results  thereof,  the  lawyer 
should  advise  the  taxpayer  to  enlist  the  services  of  a  certified 
public  accountant. 

In  many  cases,  therefore,  the  public  will  be  best  served  by 
utilizing  the  joint  skills  of  both  professions. 

Preparation  of  Legal  and  Accounting  Documents.  Only 
a  lawyer  may  prepare  legal  documents  such  as  agreements, 
conveyances,  trust  instruments,  wills,  or  corporate  minutes 
or  give  advice  as  to  the  legal  sufficiency  or  effect  thereof,  or 
take  the  necessary  steps  to  create,  amend  or  dissolve  a  part- 
nership, corporation,  trust,  or  other  legal  entity. 

Only  an  accountant  may  properly  advise  as  to  the  prepa- 
ration of  financial  statements  included  in  reports  or  sub- 
mitted with  tax  returns,  or  as  to  accounting  methods  and 
procedures. 

Prohibited  Self-Designations.  An  accountant  should  not 
describe  himself  as  a  "tax  consultant"  or  "tax  expert"  or 
use  any  similar  phrase.  Lawyers,  similarly,  are  prohibited 
by  the  canons  of  ethics  of  the  American  Bar  Association  and 
the  opinions  relating  thereto,  from  advertising  a  special 
branch  of  law  practice. 
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6.  Representations  of  Taxpayers  Before  Treasury  Depart- 
ment. Under  Treasury  Department  regulations  lawyers  and 
certified  public  accountants  are  authorized,  upon  a  showing 
of  their  professional  status,  and  subject  to  certain  limita- 
tions as  defined  in  the  Treasury  rules,  to  represent  tax- 
payers in  proceedings  before  that  Department.  If,  in  the 
course  of  such  proceedings,  questions  arise  involving  the 
application  of  legal  principles,  a  lawyer  should  be  retained, 
and  if,  in  the  course  of  such  proceedings,  accounting  ques- 
tions arise,  a  certified  public  accountant  should  be  retained. 

7.  Practice  Before  the  Tax  Court  of  the  United  States. 
Under  the  Tax  Court  rules  non-lawyers  may  be  admitted 
to  practice. 

However,  since  upon  issuance  of  a  formal  notice  of  de- 
ficiency by  the  Commissioner  of  Internal  Revenue  a  choice 
of  legal  remedies  is  afforded  the  taxpayer  under  existing 
law  (either  before  the  Tax  Court  of  the  United  States,  a 
United  States  District  Court,  or  the  Court  of  Claims),  it  is 
in  the  best  interests  of  the  taxpayer  that  the  advice  of  a 
lawyer  be  sought  if  further  proceedings  are  contemplated. 
It  is  not  intended  hereby  to  foreclose  the  right  of  non-law- 
yers to  practice  before  the  Tax  Court  of  the  United  States 
pursuant  to  its  rules. 

Here  also,  as  in  proceedings  before  the  Treasury  Depart- 
ment, the  taxpayer,  in  many  cases,  is  best  served  by  the 
combined  skills  of  both  lawyers  and  certified  public  ac- 
countants, and  the  taxpayers,  in  such  cases,  should  be  ad- 
vised accordingly. 

8.  Claims  for  Refund.  Claims  for  refund  may  be  prepared 
by  lawyers  or  certified  public  accountants,  provided,  how- 
ever, that  where  a  controversial  legal  issue  is  involved  or 
where  the  claim  is  to  be  made  the  basis  of  litigation,  the 
services  of  a  lawyer  should  be  obtained. 

9.  Criminal  Tax  Investigations.  When  a  certified  public  ac- 
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countant  learns  that  his  client  is  being  specially  investigated 
for  possible  criminal  violation  of  the  Income  Tax  Law,  he 
should  advise  his  client  to  seek  the  advice  of  a  lawyer  as  to 
his  legal  and  constitutional  rights. 

Conclusion.  This  statement  of  principles  should  be  regarded 
as  tentative  and  subject  to  revision  and  amplification  in  the 
light  of  future  experience.  The  principal  purpose  is  to  indicate 
the  importance  of  voluntary  co-operation  between  our  profes- 
sions, whose  members  should  use  their  knowledge  and  skills  to 
the  best  advantage  of  the  public.  It  is  recommended  that  joint 
committees  representing  the  local  societies  of  both  professions 
be  established.  Such  committees  might  well  take  permanent 
form  as  local  conferences  of  lawyers  and  certified  public  ac- 
countants patterned  after  this  conference,  or  could  take  the 
form  of  special  committees  to  handle  a  specific  situation. 

This  Statement,  like  other  utterances  on  this  subject,  does  not 
provide  definitions  of  "questions  of  law"  or  "questions  of  ac- 
counting." For  the  most  part,  it  consists  of  admonitions  to 
members  of  the  two  professions  not  to  venture  beyond  the  fields 
of  their  respective  professional  competence. 

It  seems  clear  that  individual  members  of  the  two  professions 
must  accept  the  ethical  responsibility,  first  imposed  on  them  by 
their  two  national  organizations,  and  now  reinforced  by  the 
Treasury  Department  Statement  of  January  30,  1956,  of  deter- 
mining when  the  limits  of  their  own  professional  competence 
require  that  a  member  of  the  other  profession  should  be  con- 
sulted. 

Certified  public  accountants,  in  tax  practice,  as  in  other  types 
of  work,  should  observe  this  ethical  principle  not  only  in  rela- 
tion to  lawyers,  but  to  other  professional  experts  or  technicians 
whose  knowledge  and  skills  may  be  useful  to  the  client.  In  tax 
matters,  for  example,  questions  arise  not  infrequently  in  which 
the  advice  and  assistance  of  engineers,  appraisers,  economists, 
statisticians,  and  other  experts  would  be  helpful.  The  certified 
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public  accountant  handling  the  engagement  should  not  attempt 
to  deal  with  questions  of  this  kind  which  he  is  not  equipped 
to  answer,  but  should  suggest  to  the  client  that  a  professionally 
competent  technician  be  consulted.  Only  thus  can  the  best 
interests  of  the  client  be  served. 


Sec.    69  —  EMPLOYMENT  OF  LAWYERS  BY  CERTIFIED 
PUBLIC  ACCOUNTANTS 

Certified  public  accountants  practicing  individually  and  in 
partnership  have  on  occasion  employed,  as  members  of  their 
staffs,  persons  who  have  been  admitted  to  the  bar.  Members  of 
the  legal  profession  have  objected  to  this  practice  on  the  ground 
that  it  signified  an  intention  to  "practice  law."  It  is  illegal  for  a 
nonlawyer  to  employ  a  lawyer  on  a  salary  and  through  him  to 
perform  legal  services  for  the  public. 

Certified  public  accountants  have  responded  that  when  they 
employed  members  of  the  bar  as  members  of  their  accounting 
staffs  they  did  not  permit  these  individuals  to  perform  legal 
services  for  the  public,  but  rather  intended  to  train  such  indi- 
viduals as  accountants,  encourage  them  to  pass  the  CPA  exami- 
nations, and  to  confine  their  activities  to  those  which  the 
accounting  firm,  their  employer,  was  authorized  to  perform.  It 
has  been  pointed  out  that  the  possession  of  a  law  degree,  or  for 
that  matter  a  degree  in  economics  or  engineering  or  business 
administration,  is  evidence  of  a  mastery  of  a  discipline  in  a  field 
not  entirely  unrelated  to  accounting,  and  that  an  individual 
who  possesses  such  a  degree  and  decides  to  make  accounting  his 
career  should  not  be  at  a  disadvantage— indeed,  there  is  a  pre- 
sumption that  having  already  mastered  one  discipline,  he  will 
be  a  promising  candidate  for  the  accounting  profession.  (See 
also  Sec.  11,  p.  17.) 

It  has  also  been  pointed  out  that  law  firms  not  infrequently 
employ  certified  public  accountants  as  members  of  their  staffs. 
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At  a  meeting  of  the  National  Conference  of  Lawyers  and 
Certified  Public  Accountants,  February  9,  1953,  it  was  agreed  as 
a  general  principle  that  lawyers  employed  by  accounting  firms 
and  certified  public  accountants  employed  by  law  firms  should 
not  be  permitted  to  do  anything  which  their  employers  were 
not  authorized  to  do. 

The  Institute's  committee  on  professional  ethics  has  now 
raised  the  question  with  the  Council  whether  this  principle 
should  be  incorporated  in  the  Rules  of  Professional  Conduct  of 
the  Institute.  A  subcommittee  is  studying  the  question. 


Sec.  70  —  JOINT  PRACTICE  OF  ACCOUNTING  AND  LAW 

Bar  associations,  with  some  exceptions,  have  generally  held  it 
to  be  unethical  for  lawyers  to  form  partnerships  with  CPAs  to 
engage  in  the  joint  practice  of  law  and  accounting. 

For  example,  Opinion  Number  269    (June  21,  1945)  of  the 
American  Bar  Association  committee  on  ethics  reads  as  follows: 

Partnerships— Division  of  Fees— A  partnership  between  a  lawyer 
and  a  layman  accountant  to  specialize  in  income  tax  work  and 
related  accounting  is  permissible  only  if  the  lawyer  ceases  en- 
tirely to  hold  himself  out  as  such  and  confines  his  activities 
strictly  to  such  as  are  open  to  lay  accountants. 
Canons  involved:  33,  34,  35,  47 

In  Opinion  Number  272  the  American  Bar  Association  com- 
mittee discussed  the  status  of  a  lawyer  who  was  also  a  CPA: 

The  committee  all  deem  it  in  the  interest  of  the  profession  and 
its  clients  that  a  lawyer  should  be  precluded  from  holding  him- 
self out,  even  passively,  as  employable  in  another  independent 
professional  capacity.  We  find  no  provision  in  the  Canons  pre- 
cluding a  lawyer  from  being  a  CPA,  or  from  using  his  knowl- 
edge and  experience  in  accounting  in  his  law  practice. 
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We  are  all  confident  that  a  lawyer  could  not,  as  a  practical 
matter,  carry  on  an  independent  accounting  business  from  his 
law  office  without  violating  Canon  27. 

The  committee  all  agree  that  a  lawyer,  who  is  also  a  CPA, 
may  perform  what  are  primarily  accounting  services,  as  an 
incident  to  his  law  practice,  without  violating  our  Canons.  We 
are  also  agreed  that  he  may  not  properly  hold  himself  out  as 
practicing  accounting  at  the  same  office  as  that  in  which  he 
practices  law,  since  this  would  constitute  an  advertisement  of 
his  services  as  accountant  which  would  violate  Canon  27  as 
construed  in  our  opinions. 

The  professional  accounting  societies  have  not  promulgated 
any  rules  on  this  subject. 

Rule  Number  3  of  the  Rules  of  Professional  Conduct  of  the 
Institute  prohibits: 

.  .  .  participation  in  the  fees  or  profits  of  professional  work  .  .  . 
directly  or  indirectly  to  the  laity  .  .  . 

However,  this  rule  has  never  been  interpreted  by  the  commit- 
tee on  professional  ethics  to  prohibit  a  partnership  by  a  member 
of  the  Institute  with  a  lawyer. 

From  the  viewpoint  of  the  public  interest,  there  are  argu- 
ments on  both  sides  of  this  question.  It  will  doubtless  have 
further  study  by  the  American  Institute  of  Accountants. 


Chapter  7 

ETHICAL    RESPONSIBILITIES 
IN    MANAGEMENT    SERVICES 


IN  the  broadest  sense,  the  term  "management  services"  in- 
cludes all  services  rendered  by  certified  public  accountants. 
The  audit  of  financial  statements  and  the  expression  of  opinions 
on  them  provide  information  and  assurance  which  are  useful  to 
management,  although  the  primary  objective  may  be  to  report 
to  stockholders  or  credit  grantors.  Even  if  exclusively  intended 
for  the  latter  purpose,  audits  serve  the  management  in  facilitat- 
ing the  acquisition  of  needed  capital.  Tax  work  is  certainly  a 
service  to  management. 

But  recently  the  term  "management  services"  has  been  widely 
used  to  mean  any  services  rendered  by  certified  public  account- 
ants other  than  auditing  and  tax  work. 

Even  in  this  narrower  sense,  which  is  adopted  for  the  purposes 
of  the  present  discussion,  certified  public  accountants  have  al- 
ways rendered  management  service.  However,  with  some  notable 
exceptions,  this  type  of  service  has  developed  as  a  casual  and 
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unplanned  outgrowth  of  the  auditing  and  tax  work  which  con- 
stitutes the  bulk  of  the  practice  of  most  certified  public  account- 
ants. Marquis  G.  Eaton  says  in  the  Fiftieth  Anniversary  issue  of 
The  Journal  of  Accountancy*: 

.  .  .  the  practicing  CPA  is  commonly  engaged  in  "management 
practice"  to  some  extent  or  other,  whether  or  not  he  so  holds 
himself  out.  Though  there  are  a  few  exceptions,  the  CPA  usu- 
ally does  not  so  "hold  himself  out." 

Most  certified  public  accountants  have  not  consciously 
equipped  themselves  to  render  a  broad  range  of  management 
services  and,  therefore,  have  not  offered  such  services  as  a  regu- 
lar and  important  part  of  their  practices.  Indeed,  many  CPAs 
have  deliberately  avoided  any  excursions  into  such  areas.  Mr. 
Eaton  gives  a  reason  for  this: 

Meanwhile,  the  practicing  CPA  is  absorbed  with  financial  re- 
porting and  tax  work.  Events  have  conspired  to  make  this  the 
case.  The  need  for  these  services  from  the  CPA  has  grown  at 
such  an  enormous  rate  that  much  of  his  attention  for  many 
years  has  been  given  to  the  problem  of  recruiting  personnel  in 
such  number  and  quality  as  to  keep  pace  with  the  demand  for 
auditing  and  tax  work. 


Sec.    7 1  —  WIDENING  DEMAND   FOR  MANAGEMENT  SERVICES 

At  the  present  time,  however,  there  is  a  tendency  on  the  part 
of  many  certified  public  accountants  to  undertake  some  manage- 
ment services.  There  are  two  reasons  for  this.  First,  there  is  a 
mounting  demand  from  business  enterprises  for  expert  aid  in  all 
phases  of  management  which  will  increase  efficiency  and  profit- 
ability. This  demand  comes  from  businesses  both  large  and 

♦"Advisory   Service:    New   Frontier,"    The  Journal   of  Accountancy    (November 
^S)*  Page  56- 
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small.  It  springs  from  the  increasing  complexity  of  our  economic 
system  and  the  increasing  intensity  of  competition  in  an  era  of 
rapid  technological  improvements.  No  one  man  can  be  techni- 
cally competent  to  deal  with  all  the  management  problems  of 
modern  business.  Businessmen  require  help,  and  it  must  be 
supplied  by  someone. 

Second,  there  is  a  growing  realization  among  certified  public 
accountants  themselves  that  they  are  fundamentally  well 
equipped  by  their  technical  training  and  professional  experience 
to  help  management  in  the  solution  of  various  management 
problems.  In  addition,  by  virtue  of  the  familiarity  they  have  al- 
ready acquired  with  their  clients'  organizations,  through  audit- 
ing and  tax  work,  certified  public  accountants  are  in  a  position  to 
undertake  some  management  services,  within  the  limits  of  their 
professional  competence,  without  the  "education"  in  the  affairs 
of  a  business  which  would  be  necessary  if  an  outside  expert, 
unfamiliar  with  the  organization,  were  brought  in  for  this 
purpose.  They  can  also  correlate  specific  problems  with  the 
over-all  financial  structure  of  the  business. 

It  is,  of  course,  generally  accepted  that  certified  public  ac- 
countants would  need  to  undertake  additional  study  and 
research,  and  in  some  areas  undergo  special  training,  in  order 
to  perform  types  of  services  to  management  which  they  have 
not  rendered  in  the  past.  Some  management  services  come 
within  the  limits  of  subject  matter  related  to  accounting,  and  in 
these  areas  adequate  skill  and  knowledge  can  be  acquired  by  one 
who  already  has  a  sound  foundation  of  knowledge  in  auditing, 
accounting  theory  and  practice,  and  taxation,  and  is  willing  to 
undertake  the  necessary  study  and  research.  Other  management 
services  are  unrelated  to  accounting  and  require  special  training. 

Sec.    72  —  ENTERING  THE  FIELD  OF  MANAGEMENT  SERVICES 

There  are  two  ways  in  which  a  certified  public  accountant  or 
firm  of  accountants  can  enter  the  field  of  management  services, 
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and,  of  course,  there  are  many  variations  and  combinations  of 
both. 

One  way  is  to  build  gradually  from  within.  One  or  more 
partners  may  be  assigned  to  the  task  of  studying  the  field  of 
management  services  and  of  training  staff  to  perform  the  services 
which  the  firm  decides  to  undertake.* 

The  other  approach  is  to  employ  specialists  who  are  already 
expert  in  various  areas  of  management  service,  such  as  engi- 
neers, personnel  experts,  cost  accountants,  etc.,  as  staff  assistants 
of  the  existing  firm. 


Sec.  73  —  WHAT  ARE  MANAGEMENT  SERVICES? 

Difficulty  in  discussing  the  field  of  management  services  arises 
from  the  absence  of  any  authoritative  definition.  The  term 
means  different  things  to  different  people.  The  American  Insti- 
tute of  Accountants'  committee  on  management  services  is 
studying  all  aspects  of  the  subject  and  may  soon  issue  a  report 
offering  some  tentative  definitions  and  postulates  which  will 
facilitate  future  discussions.  In  the  meantime,  the  very  uncer- 
tainties as  to  what  is  being  talked  about  complicate  some  of  the 
ethical  considerations  that  must  enter  into  any  discussion  of  the 
subject. 

For  present  purposes,  any  service  for  management  except 
financial  auditing  and  tax  work  may  be  considered  "manage- 
ment service." 

Such  services  include  many  kinds  of  work  which  some  CPAs 
have  customarily  performed— review  of  accounting  systems  and 
office  methods  and  procedures,  studies  of  internal  control  and 
inventory  control,  preparation  of  budgets,  cost  analyses,  and  so 
forth.  It  must  be  noted  immediately,  however,  that  not  all  certi- 

*See  "The  Development  of  Management  Services,"  by  Roger  Wellington,   The 

Journal  of  Accountancy  (June  1956).  pages  57-59. 
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fied  public  accountants  have  prepared  themselves  to  render  all 
these  services  competently,  even  though  they  are  natural  exten- 
sions of  the  accounting  art. 

However,  management  requires  other  services,  which,  while 
not  so  closely  identified  with  what  have  in  the  past  been  regarded 
as  "normal"  accounting  services,  are  yet  not  entirely  unrelated; 
for  example,  studies  of  capital  requirements,  evaluation  of 
accounting  personnel,  production  control,  market  surveys,  appli- 
cations of  mechanical  and  electronic  accounting,  statistical 
studies,  operations  research,  etc.  A  certified  public  accountant 
by  study,  research  or  special  training  may  equip  himself  to  un- 
dertake some  of  these  types  of  work,  or  to  supervise  staff  as- 
sistants who  are  specialists  in  such  work.  There  is  no  ethical 
reason  why  he  should  not  do  so,  if  he  becomes  competent. 

Advisory  services  to  management  include  assistance  in  answer- 
ing an  infinite  variety  of  questions  which  business  management 
has  to  consider  in  making  its  inescapable  decisions.  On  many 
of  these  questions  the  certified  public  accountant  who  has  made 
an  independent  audit  of  the  business  may  equip  himself  by  study 
and  research  to  offer  useful  suggestions:  for  example,  alternative 
ways  to  raise  capital,  the  possibility  of  expansion,  the  relative 
profitability  of  product  items,  the  determination  of  break-even 
points  and  points  of  maximum  return,  the  relative  costs  of 
selling  in  different  markets,  reasons  for  changes  in  the  ratios  of 
various  cost  factors  to  profits,  and  so  on.  On  questions  in  such 
areas  as  these,  the  CPA  who  knows  the  historical  experience  of 
the  business,  is  familiar  with  its  financial  affairs,  and  is  aware  of 
tax  considerations  should  be  able  to  provide  useful  information 
and  advice  if  he  makes  himself  competent  to  do  so. 

On  some  types  of  problems  most  certified  public  accountants 
would  probably  have  to  engage  in  special  study  and  research, 
and  perhaps  undergo  special  training,  before  they  would  be 
competent  to  advise.  Naturally  they  would  have  to  make  special 
investigations  as  a  basis  for  advice.  Collaboration  with  other 
experts  would  often  be  necessary. 
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Sec.    74  —  ETHICAL  PROBLEMS  IN  THE  FIELD  OF  MANAGEMENT  SERVICES 

A  number  of  ethical  questions  have  arisen  about  different 
phases  of  management  services.  Unfortunately,  authoritative 
answers  are  not  yet  available. 

The  committee  on  professional  ethics  of  the  American  Insti- 
tute of  Accountants  in  its  October  1955  report  to  the  Council, 
suggested  the  possibility  of  an  authoritative  statement  on  the 
ethical  responsibilities  of  certified  public  accountants  in  render- 
ing management  services,  and  a  subcommittee  is  now  studying 
the  whole  problem. 

In  the  present  discussion,  it  will  be  possible  only  to  point  out 
questions  that  have  arisen,  and  to  indicate  varying  points  of  view 
which  have  been  expressed  with  regard  to  them.  None  of  the 
statements  in  this  chapter  can  be  considered  authoritative. 

The  ethical  questions  which  arise  in  relation  to  management 
services  by  certified  public  accountants  bring  into  sharp  focus 
all  three  of  the  basic  concepts  which  underlie  the  rules  of  con- 
duct of  the  accounting  profession:  (1)  competence,  (2)  inde- 
pendence and  integrity,  (3)  the  professional  attitude.  For  this 
reason  it  is  recommended  that  in  considering  the  problem  dis- 
cussed in  this  chapter,  the  reader  refer  also  to  Chapters  2,  3  and 
4  of  this  book. 

Competence.  The  fear  is  frequently  expressed  that  the  grow- 
ing demand  for  various  management  services,  and  the  increasing 
number  of  speeches  and  articles  encouraging  certified  public 
accountants  to  turn  their  attention  to  this  field,  will  lead  many 
CPAs  to  assume  that  they  are  qualified  to  perform  management 
services  which  in  fact  they  may  be  wholly  incompetent  to 
render. 

Nothing  would  discredit  the  accounting  profession  more 
rapidly  than  a  general  tendency  on  the  part  of  certified  public 
accountants  to  undertake  engagements  beyond  their  compe- 
tence. Loss  of  clients'  confidence  would  have  adverse  effects 
even  on  the  more  familiar  areas  of  accounting  practice. 
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Specialization,  Consultation  and  Referral.  No  certified  pub- 
lic accountant  can  be  professionally  competent  in  all  phases  of 
modern  accounting  practice.  He  has  an  ethical  obligation  to 
recognize  the  limits  of  his  competence.  (See  Chapter  1.)  When 
his  client  needs  service  which  the  CPA  is  not  competent  to 
render,  the  CPA  should  recommend  consultation  with  a  special- 
ist, or  referral  of  the  engagement  to  a  specialist  who  may  be 
another  CPA,  a  lawyer,  an  engineer  or  some  other  technician. 
This  recommendation  is  in  itself  a  useful  service,  and  in  addi- 
tion the  CPA  will  often  find  it  possible  to  participate  in  the 
engagement  by  working  with  the  specialist. 

In  medicine  and  law,  specialization  has  developed  to  a  marked 
extent,  and  there  are  signs  that  it  is  widening  rapidly  in  the 
accounting  profession.  As  the  profession  extends  its  activities 
into  the  field  of  management  services,  individuals  and  firms  will 
of  necessity  have  to  specialize  to  a  much  greater  degree. 

Up  to  now,  certified  public  accountants  have  shown  a  reluc- 
tance to  refer  their  clients'  problems  to  specialists  within  their 
own  profession.  While  the  reasons  for  this  attitude  are  under- 
standable, it  may,  if  it  persists,  retard  the  potential  develop- 
ment of  the  profession  as  a  whole. 

If  CPAs  are  unwilling  to  call  in  fellow  practitioners  to  help 
with  problems  requiring  specialized  knowledge,  the  clients  may 
be  forced  to  go  outside  the  accounting  profession  for  assistance 
which  CPA  specialists  may  be  as  well  qualified,  or  in  some  cases, 
better  qualified,  to  give.  Even  worse,  the  client  may  be  shut 
off  from  needed  service  available  from  within  the  accounting 
profession,  by  the  reluctance  of  the  certified  public  accountants 
retained  by  them  to  point  out  problems  whose  solution  might 
require  the  collaboration  of  a  specialist. 

The  fear  that  the  consultant  might  take  over  the  regular 
accounting  work  formerly  performed  by  the  CPA  who  called 
him  in  might  be  dispelled  by  the  adoption  of  rules  of  conduct 
similar  to  those  promulgated  by  the  American  Medical  Associa- 
tion. (See  Sec.  9,  page  15.) 
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Independence.  The  question  has  arisen  whether  a  certified 
public  accountant's  independence  as  auditor  may  be  jeopardized 
if  he  indirectly  participates  in  the  management  function  as  ad- 
viser. Professional  service  is  not  considered  to  include  perform- 
ance of  important  management  duties  for  the  client.  It  does  not 
include  the  actual  management  of  a  business,  or  the  making  of 
management  decisions. 

Advice  to  management  in  the  area  of  taxation  has  never  been 
considered  to  impair  the  independence  of  the  certified  public 
accountant  as  independent  auditor.  (See  also  Sec.  17,  page  22, 
Sec.  24,  page  38  and  Sec.  25,  page  41.) 

If  a  certified  public  accountant  limits  his  "management  serv- 
ice" to  technical  work  and  recommendations  or  advice  to  clients, 
pointing  out  alternative  courses  and  their  consequences,  but 
leaving  the  final  decision  to  the  management,  it  does  not  seem 
that  his  objectivity  as  independent  auditor  of  the  accounts  of 
the  same  business  enterprise  need  be  adversely  affected.  The 
precise  type  of  service  or  advice  rendered  might  have  some 
bearing  on  the  question. 

It  is  conceivable,  if  a  client  were  permitted  to  leave  final 
decisions  to  the  certified  public  accountant  who  advised  him— if, 
in  other  words,  he  acquired  the  confidence  of  his  client  to  such 
an  extent  that  he  was  in  fact  acting  as  part-time  member  of  the 
management  team— the  independence  of  the  CPA  might  be 
challenged  on  the  ground  that  he  was  "auditing  his  own  work" 
to  some  extent.  Discussion  relating  to  simultaneous  service  as 
auditor  and  employee  or  director  (see  Sec.  23,  page  33)  would 
be  applicable  to  a  situation  of  this  kind.  This  question  is 
presently  under  consideration  of  the  Institute's  committee  on 
professional  ethics. 

The  Professional  Attitude.  Recognition  as  a  profession  de- 
pends on  public  acceptance  of  the  idea  that  a  vocational  group 
is  primarily  interested  in  serving  the  public— in  other  words,  that 
financial  gain  is  not  its  primary  motivation.  (See  Chapter  4, 
pages  50-84.) 


145       Ethical  Responsibilities  in  Management  Services 

It  would  be  difficult  for  the  public  to  believe  this  if  the  group 
commonly  indulged  in  promotional  activities  of  a  type  usually 
associated  with  commercial  activities,  in  which  the  profit  motive 
dominates. 

Because  management  services  are  a  relatively  new  field  for 
most  certified  public  accountants,  those  who  equip  themselves 
to  render  such  services,  by  studying,  research  and  special  train- 
ing, or  by  employment  of  specialists  as  staff  assistants,  have  a 
natural  impulse  to  inform  their  clients  that  the  extended  serv- 
ices are  available.  There  is  no  ethical  objection  to  the  trans- 
mittal of  such  information  to  clients  by  personal  letter  or  by 
word  of  mouth. 

Many  firms  of  certified  public  accountants,  however,  have 
attempted  to  accelerate  the  dissemination  of  such  information 
to  clients  by  the  preparation  of  brochures  outlining  the  services 
offered.  Others  have  prepared  monographs  on  specific  tech- 
niques of  managerial  accounting  which,  published  under  the 
firm  name,  clearly  suggest  that  the  firm  is  available  to  render 
services  in  the  area  of  management  activity  described.  Other 
firms  have  produced  slide  films  or  motion  pictures  directed  to 
the  same  end,  and  designed  to  be  exhibited  to  personnel  of 
client  organizations. 

If  is,  of  course,  ethically  permissible  for  a  certified  public 
accountant  to  send  his  clients  any  information  which  he  believes 
would  interest  them  (see  Sec.  36,  page  63).  If  distribution  of 
promotional  material  of  the  type  described  could  be  confined  to 
existing  clients,  there  would  be  no  basis  for  complaint  that  it 
violated  the  letter  of  the  present  rules  against  advertising  and 
solicitation.  But  even  so,  there  is  a  question  whether  it  is  con- 
sistent with  the  professional  attitude. 

The  public  would  be  startled  if  lawyers  or  physicians  began 
to  promote  wider  use  of  their  services  by  existing  clients  or 
patients  through  the  medium  of  elaborate  brochures,  films  or 
other  promotional  devices  commonly  associated  with  com- 
mercial activities.  The  business  public  might  subconsciously 
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form  a  lower  opinion  of  the  accounting  profession  if  firms  of 
certified  public  accountants  began  to  send  their  clients  promo- 
tional material  describing  the  auditing,  accounting  and  tax 
services  they  offer.  Most  of  the  firms  which  have  prepared  pro- 
motional material  about  their  management  services  would  not 
dream  of  doing  the  same  thing  to  describe  their  auditing,  ac- 
counting and  tax  services.  What  is  the  difference? 

For  one  thing,  the  management  services  are  relatively  new. 
For  another,  they  bring  the  accounting  firm  into  a  field  in  which 
to  some  extent  it  is  in  competition  with  other  consultants  who 
are  not  restricted  by  the  rules  against  advertising  and  solicitation 
to  which  certified  public  accountants  are  subject. 

But  this  does  not  answer  the  question  why  existing  clients 
cannot  be  adequately  informed  by  personal  letters  or  by  word  of 
mouth. 

In  fact,  it  is  difficult,  if  not  impossible,  to  confine  the  distribu- 
tion of  promotional  materials  to  existing  clients.  If  a  client 
thinks  the  material  is  interesting,  he  may  show  it  to  friends  who 
are  clients  of  other  certified  public  accountants.  Partners  of 
the  firm  which  issued  such  material  may  show  it  to  personal 
friends  (but  this  should  not  include  casual  acquaintances).  If 
word  gets  around  that  such  material  exists,  requests  for  copies 
may  be  received  from  strangers  which  it  may  be  found  awkward 
to  refuse. 

Complaints  by  CPAs  are  common  that  their  clients  have  been 
exposed  to  promotional  material  on  management  services  pro- 
duced by  other  accounting  firms.  This  inspires  a  competitive 
attitude  and  a  desire  to  retaliate.  If  more  and  more  certified 
public  accountants  issue  promotional  material,  there  is  grave 
danger  that  existing  ethical  standards  of  the  profession  will  be 
seriously  impaired. 

The  inevitable  result  would  be  a  visible  flaw  in  the  profes- 
sional attitude  of  certified  public  accountants,  and  a  loss  of 
prestige  in  the  eyes  of  sophisticated  businessmen  and  members 
of  other  professions.  Indeed,  they  might  be  inclined  to  dismiss 
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as  pretensions  the  claims  of  certified  public  accountants  to 
professional  status. 

Can  a  single  organization  conduct  part  of  its  activity  as  a 
profession  and  another  part  as  a  business?  If  the  answer  is  "No," 
then  the  utilization  of  any  promotional  devices  not  commonly 
associated  with  professional  practice,  even  though  designed 
exclusively  for  clients,  raises  questions  which  deserve  careful 
consideration. 

With  this  general  background,  consideration  may  be  given  to 
specific  ethical  questions  related  to  "management  services"  by 
certified  public  accountants. 


Sec.  75  —  CORPORATIONS  FORMED  TO  RENDER  MANAGEMENT  SERVICES 

The  question  has  been  asked  whether  one  or  more  partners 
of  a  firm  of  certified  public  accountants  may  become  officers  or 
stockholders  of  a  separate  corporation,  of  which  engineers  or 
other  specialists  would  also  be  officers  and  stockholders,  which 
would  offer  management  services  exclusively,  while  the  account- 
ing firm  continued  to  offer  the  customary  accounting,  auditing 
and  tax  services. 

Rule  Number  1 1.  Members  of  the  Institute  are  not  permitted 
to  practice  accounting  as  officers  or  stockholders  of  corporations. 
Rule  Number  1 1  of  the  Rules  of  Professional  Conduct  says: 

11.  A  member  shall  not  be  an  officer,  director,  stockholder, 
representative,  or  agent  of  any  corporation  engaged  in  the 
practice  of  public  accounting  in  any  state  or  territory  of  the 
United  States  or  the  District  of  Columbia. 

Rule  Number  15.  Members  of  the  Institute  engaged  in  any 
activities  commonly  engaged  in  by  public  accountants  must  ob- 
serve all  the  Rules  of  Professional  Conduct.  Rule  Number  15 
reads  as  follows: 
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15.  A  member  of  the  American  Institute  of  Accountants  en- 
gaged in  an  occupation  in  which  he  renders  services  of  a  type 
commonly  rendered  by  public  accountants,  must  observe  the 
by-laws  and  Rules  of  Professional  Conduct  of  the  Institute  in 
the  conduct  of  that  occupation. 

The  word  "commonly"  in  this  context  was  probably  not 
intended  to  mean  "widely,"  but  rather  in  the  sense  of  "not 
unusually."  One  meaning  of  "common"  is  "not  separated  from 
the  ordinary."  In  other  words,  Rule  Number  15  would  prob- 
ably apply  to  services  of  a  type  rendered  by  even  a  comparatively 
small  number  of  accounting  firms,  so  long  as  it  was  not  unusual 
for  any  accounting  firm  to  render  this  type  of  service.  The  rule 
could  not  be  evaded  simply  by  showing  that  a  large  majority 
of  accounting  firms  did  not  offer  the  type  of  service  under 
consideration. 

Rule  Number  11  and  Rule  Number  15,  in  juxtaposition, 
would  probably  be  construed  to  mean  that  if  the  proposed  cor- 
poration should  render  any  service  of  a  type  usually  rendered 
by  some  public  accountants,  a  member  of  the  Institute  would 
be  prevented  by  Rule  Number  1 1  from  becoming  an  officer,  di- 
rector, stockholder,  representative,  or  agent  of  the  corporation. 

Since  the  corporation  could  hardly  offer  general  "manage- 
ment services"  without  including  some  types  of  service  com- 
monly performed  by  some  public  accountants,  it  seems  unlikely 
that  a  member  of  the  Institute  could  properly  participate  in  the 
corporation. 


Sec.    76  —  SEPARATE  PARTNERSHIPS  FOR  MANAGEMENT  SERVICES 

If  instead  of  a  separate  corporation  one  or  more  partners  of  a 
firm  of  certified  public  accountants  entered  a  separate  partner- 
ship with  engineers  or  other  specialists,  described  perhaps  as 
"management  consultants,"  would  a  violation  of  the  rules  of 
ethics  occur? 
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Rule  Number  11*  would  not  be  involved.  A  separate  part- 
nership of  management  consultants,  which  rendered  services 
of  a  type  commonly  rendered  by  public  accountants,  could  not 
advertise  or  solicit  business  (as  other  management,  engineering 
and  consulting  organizations  often  do)  without  exposing  the 
certified  public  accountants  who  were  members  of  the  partner- 
ship to  charges  of  violation  of  Rule  Number  i5f. 

If  the  separate  partnership  of  management  consultants  did 
not  render  services  commonly  rendered  by  public  accountants, 
it  might  nevertheless  be  held  to  be  "an  occupation  incompatible 
with  the  practice  of  accounting"  on  the  ground  that  it  served  as 
a  "feeder"  to  the  practice  of  the  accounting  firm  of  which  the 
certified  public  accountant  members  were  also  partners  (see 
Sec.  77  below).  Such  relationships  have  existed  in  the  past,  and 
may  exist  at  present,  without  having  been  held  to  be  unethical, 
but  they  have  never  been  formally  challenged,  and  it  is  impos- 
sible to  predict  what  the  result  of  an  official  consideration  of  the 
question  would  be. 


Opinions  of  Institute's  Committee  on  Ethics 

SEPARATE  PARTNERSHIPS 

The  partners  of  an  accounting  firm  proposed  to  establish  a 
separate  partnership  to  offer  business  management  services  to 
the  public.  They  asked  if  use  of  their  names  in  the  advertising 
of  the  management  consulting  partnership  is  unethical.  The 
committee  said  that  since  the  new  partnership  would  be  ren- 
dering some  services  commonly  rendered  by  public  accountants, 
it  could  not  advertise,  solicit  or  do  anything  prohibited  by 
the  rules. 

BOOKKEEPING    SERVICE 

A  member  wished  to  handle  certain  accounts  for  a  bookkeep- 
ing service  and  in  return  receive  a  percentage  of  the  organiza- 

*See  above,  page  147. 
fSee  above,  page  148. 
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tion's  profits.  The  committee  ruled  that  there  would  be  no 
violation  if  the  bookkeeping  service  abided  by  the  Institute's 
Rules  of  Professional  Conduct,  as  required  by  Rule  Number  15. 

BUSINESS  SURVEYS  AND   SYSTEMS 

Two  members,  partners  of  a  public  accounting  firm,  wished  to 
form  a  new  partnership  composed  of  themselves  and  a  non- 
CPA  under  the  name  "Business  Surveys  and  Systems,"  to  render 
special  office  procedure  services  to  businessmen.  The  commit- 
tee saw  no  objection  to  the  proposed  undertaking  but  cau- 
tioned that  Rule  Number  15  and  consequently  all  other  rules 
would  have  to  be  complied  with.  The  committee  did  not  ap- 
prove of  the  nonpersonal  name  of  the  proposed  firm. 


Sec.  77  —  "incompatible  occupations"   (rule  number  4) 

Rule  Number  4  of  the  Rules  of  Professional  Conduct  reads  as 
follows: 

4.  A  member  shall  not  engage  in  any  business  or  occupation 
conjointly  with  that  of  a  public  accountant,  which  is  incompat- 
ible or  inconsistent  therewith. 

Participation  by  a  certified  public  accountant  in  a  corporation 
rendering  management  services  of  a  type  not  commonly  ren- 
dered by  public  accountants  might  be  held  incompatible  with 
the  practice  of  accounting  on  the  ground  that  the  corporation 
would  serve  as  a  "feeder"  to  the  accounting  practice.  The  cor- 
poration would  naturally  refer  to  the  "affiliated"  accounting 
firm  any  clients  who  needed  accounting,  auditing  or  tax  services. 
If  the  corporation  advertised  its  services  or  solicited  business, 
reference  of  clients  by  the  corporation  to  the  accounting  firm 
might  be  regarded  as  indirect  evasion  of  the  rules  against  adver- 
tising and  solicitation  as  they  apply  to  the  accounting  firm. 

The  Institute's  committee  on  professional  ethics  has  stated 
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that  it  has  no  desire  to  restrict  unduly  business  or  investment 
activities  in  which  members  may  engage  outside  of  their  profes- 
sional practices.  However,  the  committee  believes  that  some 
activities  of  this  nature  might  impair  the  certified  public  ac- 
countant's independence,  or  might  result  in  situations  in  which 
division  of  fees  with  the  laity  would  occur,  or  might  result 
in  situations  in  which  the  rules  against  advertising  and  so- 
licitation might  indirectly  be  infringed.  Such  activities  would 
be  held  "incompatible"  under  Rule  Number  4.  It  may  be 
assumed  that  management  services  which  did  not  lead  to  any 
of  these  results  would  not  be  considered  in  themselves  incom- 
patible with  the  practice  of  public  accounting. 

The  bar  associations  have  given  attention  to  similar  problems. 

Drinker*  states  that  there  is  nothing  in  the  canons  of  ethics 
of  the  Bar  to  prevent  a  practicing  lawyer  from  also  carrying  on 
another  business,  either  from  his  law  office  or  elsewhere,  pro- 
vided the  occupation  is  entirely  distinct  from,  and  unrelated  to, 
his  law  practice. 


No  one  would  dispute  the  right  of  a  lawyer  to  be  a  teacher,  or 
a  violinist,  or  a  doctor  or  a  farmer,  or  to  sell  rare  postage  stamps, 
provided  he  in  no  way  used  such  occupation  to  advertise,  or  as 
a  feeder  to  his  law  practice.  ...  In  small  communities  ...  it  is 
quite  the  usual  thing  for  lawyers  to  be  engaged  in  collateral 
occupations  such  as  licensed  broker  or  insurance  agent.  If 
they  do  so  using  distinct  letterheads  and  not  using  the  other 
occupation  as  a  means  of  solicitation,  or  of  securing  employ- 
ment as  a  lawyer,  it  is  not  considered  improper.  .  .  .  Where, 
however,  the  second  occupation,  although  theoretically  and 
professedly  distinct,  is  one  closely  related  to  the  practice  of 
law,  and  one  which  normally  involves  the  solution  of  what  are 
essentially  legal  problems,  it  is  inevitable  that,  in  conducting 
it,  the  lawyer  will  be  confronted  with  situations  where,  if  not 
technically,  at  least  in  substance,  he  will  violate  the  spirit  of 

♦Henry  S.  Drinker,  Legal  Ethics,  page  221. 
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the  Canons,  particularly  that  precluding  advertising  and  solici- 
tation .  .  .  Thus  there  is  apparently  no  doubt  as  to  the  im- 
propriety of  conducting,  from  the  same  office,  a  supposedly 
distinct  and  independent  business  of  collection  agent,  stock 
broker,  estate  planning,  insurance  adjuster's  bureau,  tax  con- 
sultant, or  mortgage  service  . . . 

These  general  principles  appear  to  be  applicable  to  the  ac- 
counting profession,  though  there  might  be  differences  in  rul- 
ings on  specific  occupations  due  to  differences  in  the  nature  of 
the  obligations  of  lawyers  and  certified  public  accountants. 


Opinions  of  Institute's  Committee  on  Ethics 

INSURANCE   AGENCY 

The  committee  discouraged  a  practicing  certified  public  ac- 
countant from  taking  out  an  insurance  brokers'  license  or  from 
affiliating  with  an  insurance  agency.  It  stated  that  a  member 
serving  in  such  a  capacity  might  be  confronted  with  charges  of 
solicitation. 


ADVERTISING  FOR  INSURANCE  BUSINESS 

A  member  asked  if  solicitation  and  advertising  for  insurance 
business  would  be  a  violation  of  Rule  Number  4.  The  commit- 
tee ruled  that  such  an  activity  would  be  a  violation. 

PUBLIC  ACCOUNTANT  AND  BROKER 

A  member  who  specialized  in  motor  carrier  accounting  was 
approached  by  a  broker  of  motor  carrier  operating  rights.  The 
broker  wished  to  share  office  space  and  work  with  the  account- 
ant on  a  partnership  or  fee  basis.  They  intended  to  advertise. 
The  accountant's  fee  for  time  and  advice  would  be  based  on  a 
percentage  of  completed  transactions.  The  committee  ruled 
that  such  an  arrangement  would  violate  Rules  Number  4,  10 
and  15. 
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ACCOUNTING  SCHOOL 

The  committee  stated  that  a  member  may  properly  represent 
a  correspondence  accounting  school  while  engaged  in  public 
accounting  practice. 


MEMBER  AS  LOAN  BROKER 

An  insurance  company  asked  a  CPA  to  serve  as  broker  in  han- 
dling industrial  and  commercial  loans.  Some  of  his  clients 
might  be  interested  in  obtaining  these  funds.  The  committee 
ruled  that  a  member  cannot  act  as  broker  and  independent 
accountant  at  the  same  time,  without  violating  Rule  Number  4. 


Sec.    78  —  NON-CPAS   AS   PARTNERS    OF    ACCOUNTING    FIRMS* 

Can  management  experts  be  made  partners  of  an  accounting 
firm? 

There  have  been  cases  in  which  engineers  and  lawyers  have 
been  admitted  to  partnership  in  firms  of  certified  public  ac- 
countants, and  there  has  never  been  any  ruling  that  this  was 
unethical.  However,  Rule  Number  3  of  the  Rules  of  Profes- 
sional Conduct  says  in  part  that: 

.  .  .  participation  in  the  fees  or  profits  of  professional  work 
shall  not  be  allowed  directly  or  indirectly  to  the  laity  by  a 
member  . . . 

Whether  a  lawyer  or  an  engineer  is  a  "layman"  under  this 
rule  is  a  question  not  yet  answered.  It  seems  probable  that  a 
specialist  in  management  services  who  was  not  a  qualified 
member  of  any  recognized  profession  would  be  considered  a 
layman  and  therefore  would  be  barred  from  a  partnership  in- 

*See  also  Sec.  12,  page  17. 
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eluding  members  of  the  Institute  which  engaged  in  the  practice 
of  accounting. 

The  Institute's  committee  on  professional  ethics  in  its  Octo- 
ber 1955  report  raised  the  question  whether  the  Rules  of 
Professional  Conduct  should  be  amended  to  prohibit  the  forma- 
tion of  partnerships  with  noncertified  accountants  in  the  future 
(that  is,  without  disturbing  partnerships  formed  prior  to  the 
effective  date  of  the  rule). 

Bar  associations  consider  it  unethical  for  lawyers  to  practice 
in  partnership  with  certified  public  accountants  or  other  non- 
lawyers  and  continue  to  hold  themselves  out  as  members  of  the 
bar.  The  Institute  may  consider  a  similar  rule. 

Entirely  aside  from  ethical  considerations,  in  the  twenty- 
six  states  or  territories  which  have  regulatory  accounting  laws, 
a  partnership  could  not  legally  engage  in  the  practice  of  public 
accounting  if  it  included  as  partners  persons  not  licensed  to 
practice  public  accounting  in  those  states. 

In  no  state  could  a  partnership  use  the  designation  "certified 
public  accountants"  if  its  membership  included  persons  who 
were  not  certified  public  accountants. 


Sec.    79  —  EMPLOYMENT  OF  EXPERTS  AS  STAFF  ASSISTANTS* 

Is  it  proper  for  a  partnership  of  certified  public  accountants 
to  employ  engineers,  or  other  specialists,  as  members  of  the 
staff?  There  is  no  rule  against  it,  and  no  basis  for  objection  on 
ethical  grounds  if  such  specialists  are  employed  in  work  which 
the  firm  is  permitted  to  undertake  as  part  of  the  practice  of 
accounting. 

The  question  may  be  raised  whether  it  is  wise  or  appropriate 
for  a  firm  of  certified  public  accountants  to  assume  professional 
responsibility  for  services  of  a  specialized  nature  rendered  by 

♦See  also  Sec.  10,  page  16. 
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their  employees,  unless  one  or  more  of  the  partners  of  the  firm 
is  competent  to  evaluate  and  supervise  such  services. 


Sec.    80  —  ELECTRONIC   DATA-PROCESSING  SERVICES 

A  variant  of  the  questions  discussed  in  general  terms  above  has 
arisen  on  several  occasions  in  conjunction  with  proposals  that 
certified  public  accountants  provide  mechanical  or  electronic 
statistical  or  data-processing  services  to  small  or  medium-sized 
businesses.  The  purchase  or  rental  of  the  necessary  equipment 
involves  substantial  expenditures  which  could  be  justified  only 
on  the  basis  of  volume  of  services  much  larger  than  that  which 
might  be  expected  to  be  provided  by  the  existing  clientele  of 
the  accounting  firm.  This  suggests  that  the  statistical  or  data- 
processing  service  must  be  advertised,  or  be  the  subject  of 
solicitation,  if  the  venture  is  to  be  profitable.  Clearly  this  cannot 
be  done  if  the  services  rendered  are  an  integral  part  of  the 
practice  of  a  firm  of  certified  public  accountants,  without  direct 
violation  of  Rules  Number  7  and  10  (see  pages  70  and  56). 

The  question  then  arises  whether  the  data-processing  service 
may  be  undertaken  as  a  separate  corporation  or  partnership. 
The  answer  must  depend  on  decisions  as  to  whether  the  service 
is  one  "commonly  rendered  by  public  accountants"  which, 
under  the  provisions  of  Rule  Number  15  (see  page  148)  would 
prevent  a  member  of  the  Institute  from  being  involved  in  the 
advertisement  or  solicitation  of  such  service,  or  whether  the 
occupation  might  be  "incompatible"  with  the  practice  of 
accounting  under  Rule  Number  3  (see  page  83),  in  that  it 
served  as  a  "feeder"  to  the  related  accounting  practice. 

The  Institute's  committee  on  professional  ethics  has  held  that 
members  may  form  a  partnership  to  offer  electronic  data-process- 
ing services  to  their  own  clients  and  to  circularize  other  certified 
public  accountants,  but  no  one  else,  with  offers  to  render  this 
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service  to  their  clients,  without  violation  of  any  of  the  Rules  of 
Professional  Conduct. 


Sec.    8 1  —  ADVANTAGE  OF  ETHICAL  STANDARDS  IN 
MANAGEMENT    SERVICES 

When  a  certified  public  accountant  undertakes  to  render  man- 
agement services,  they  become  part  of  his  practice  of  public 
accounting,  and  in  performing  them  he  is  subject  to  all  the  Rules 
of  Professional  Conduct,  just  as  in  other  phases  of  his  work. 

Because  management  services  are  a  comparatively  new  field 
to  many  CPAs,  questions  frequently  arise  as  to  the  application 
of  existing  ethical  rules  to  unfamiliar  situations  which  occur  in 
the  management  area.  Such  questions,  for  example,  relate  to  use 
of  a  CPA's  name  by  another  (Rule  Number  2),  division  of  fees 
with  the  laity  (Rule  Number  3),  incompatible  occupations 
(Rule  Number  4),  solicitation  (Rule  Number  7),  contingent 
fees  (Rule  Number  9),  advertising  (Rule  Number  10),  forecasts 
(Rule  Number  11)  and  competitive  bidding  (Rule  Number  14). 

Sound  answers  can  usually  be  reached  by  applying  the  ap- 
plicable rule  to  the  facts  just  as  it  would  be  applied  in  any 
phase  of  professional  accounting  practice. 

An  effort  is  made  in  this  book  to  explain  the  basic  reasoning 
and  purpose  underlying  each  of  the  rules.  Reference  to  other 
chapters  should  enable  the  reader  in  most  instances  to  apply  the 
several  rules  to  ethical  questions  that  arise  in  management 
service  work. 

In  the  long  run  it  will  undoubtedly  be  to  the  advantage  of 
the  accounting  profession  if,  in  the  field  of  management  services, 
as  in  all  the  other  fields  of  its  activities,  it  exercises  care  to 
maintain  scrupulously  all  professional  and  ethical  standards- 
competence,  independence  and  integrity,  and  the  professional 
attitude. 
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Significantly,  an  article  in  Fortune  magazine*  on  the  activ- 
ities of  management-consultant  firms  stated: 

Consultants,  unlike  doctors  and  lawyers,  have  no  recognized 
standards  of  training,  do  not  have  to  qualify  for  a  license  to 
practice,  and  have  no  professional  society  that  can  enforce 
standards  by  disbarment. 

The  fact  that  certified  public  accountants  do  have  profes- 
sional standards  of  competence  and  responsibility  which  are 
enforceable,  not  only  by  professional  societies,  but  to  a  consider- 
able extent  under  state  law,  will  add  to  the  confidence  with 
which  the  public  will  engage  them  to  render  management  serv- 
ices, as  well  as  other  types  of  professional  accounting  work. 

To  undertake  management  services  as  a  "business"  while 
simultaneously  carrying  on  an  accounting  practice  as  a  "profes- 
sion" would  undoubtedly  create  confusion  and  would  dilute 
the  prestige  of  the  certified  public  accountant  in  both  fields. 


•Perrin  Stryker,  "The  Ambitious  Consultants,"  Fortune  (May  1954),  page  82. 


PART     THREE 


Relations  with  Others 


Chapter  8 

RELATIONS    WITH     CLIENTS 


A  CLIENT  unavoidably  puts  himself  in  the  hands  of  the 
professional  practitioner  whom  he  retains  to  advise  or 
assist  him.  The  client  is  not  equipped  to  evaluate  the  quality  of 
technical  skill  or  professional  judgment  which  the  practitioner 
brings  to  bear  in  performing  his  work.  Therefore  the  rule  of 
caveat  emptor  cannot  apply.  The  very  nature  of  the  relationship 
puts  the  professional  practitioner  in  the  position  of  a  fiduciary, 
in  the  sense  of  a  position  of  trust  and  confidence.  The  standard 
of  behavior  of  a  fiduciary  is  commonly  assumed  to  be  that  he 
shall  exercise  no  less  care  in  dealing  with  the  affairs  of  those  to 
whom  he  is  responsible  than  he  would  in  dealing  with  his  own. 
The  rules  of  professional  conduct  of  the  Institute  do  not  fully 
define  the  ethical  responsibilities  of  a  certified  public  account- 
ant to  his  client,  although  a  few  of  the  rules  do  relate  directly  to 
the  interests  of  clients. 
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Sec.    82  —  GENERAL  OBLIGATIONS  TO  CLIENTS 

To  this  author,  it  seems  that  in  addition  to  the  obligations  im- 
posed by  the  rules  the  certified  public  accountant  broadly  owes 
it  to  his  client  to  be  competent,  honest,  loyal,  independent,  solic- 
itous and  trustworthy.  The  following  five  paragraphs,  however, 
have  no  official  authoritative  support,  and  represent  only  the 
personal  opinions  of  the  author: 

Competence.  The  obligation  to  be  competent  to  do  the 
work  that  is  undertaken  for  a  client  is  discussed  at  length  in 
Chapter  1.  It  will  be  noted  there  that  the  law  imposes  on  profes- 
sional practitioners  a  duty  to  be  as  well  equipped  to  do  their 
work  as  others  in  the  same  calling  may  reasonably  be  expected 
to  be.  The  ethical  responsibility  should  go  beyond  the  law.  A 
certified  public  accountant  should  not  hesitate  to  suggest  to  his 
client  that  other  professional  aid  be  enlisted  if  the  CPA  believes 
in  his  heart  that  it  is  in  the  client's  interest  to  do  so. 

Honesty.  A  certified  public  accountant  should  take  no  per- 
sonal advantage  or  profit  in  handling  his  client's  affairs,  or  de- 
rived from  his  knowledge  of  his  client's  affairs,  without  the 
client's  knowledge  and  consent.  A  CPA  should  not  accept  ex- 
orbitant fees  from  the  client,  even  though  the  latter  may  be  in- 
nocently willing  to  pay  them. 

Loyalty.  A  certified  public  accountant  should  not  abandon  a 
client,  or  "let  him  down,"  once  the  relationship  has  been  estab- 
lished. He  should  not  refuse  to  help  a  client,  or  withdraw  from 
an  engagement  which  has  not  been  completed,  merely  because 
of  personal  pique,  or  merely  because  of  fear  that  the  engagement 
will  not  be  as  profitable  as  expected.  The  CPA  is  not,  of  course, 
obliged  to  complete  an  engagement  at  his  own  expense  if  it 
seems  probable  that  the  client  will  be  unable  or  unwilling  to 
pay  a  reasonable  fee. 

A  certified  public  accountant  is  justified  in  withdrawing 
from  an  engagement  at  any  point,  however,  for  several  reasons: 
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(1)  if  he  believes  the  client  to  be  concealing  essential  informa- 
tion from  him,  or  to  be  embarked  upon  a  course  of  conduct 
which  is  illegal  or  immoral;  (2)  if  the  client  persistently  ignores 
the  CPA's  advice  in  material  matters,  or  puts  impediments  in 
the  way  of  the  CPA  which  prevent  him  from  serving  the  client 
effectively;  (3)  for  such  other  reasons  as  the  CPA  may  believe 
make  it  necessary  to  withdraw  in  order  to  preserve  his  own 
honor  or  self-respect,  or  not  to  jeopardize  his  reputation  or 
subject  him  to  legal  action  or  harassment. 

Independence.  Here  the  word  independence  is  used  in  its 
ordinary  sense,  as  a  synonym  for  integrity,  not  in  the  technical 
sense,  in  which  it  is  employed  in  conjunction  with  the  expres- 
sion of  opinions  on  financial  statements.  A  certified  public  ac- 
countant should  be  independent  of  his  client  in  the  sense  that 
he  should  not  be  dominated  by  the  client.  The  CPA  should  not 
accept  uncritically  the  client's  own  statements  of  his  financial 
affairs  (as  a  physician  would  not  accept  a  patient's  diagnosis  of 
his  illness,  or  a  lawyer  would  not  accept  his  client's  analysis  of 
the  applicable  law).  The  CPA  should  advise  his  client  candidly 
what  he  honestly  believes  to  be  in  the  best  interests  of  the  client, 
even  though  it  may  be  unpalatable.  Even  at  the  risk  of  losing 
the  engagement,  the  CPA  should  insist  on  a  course  of  action 
which  his  own  professional  judgment  tells  him  is  the  right  one, 
although  the  extent  of  his  insistence  may  vary  with  the  impor- 
tance of  the  matter  under  consideration.  The  certified  public 
accountant  should  not  subordinate  his  judgment  to  that  of  the 
client  in  matters  within  the  professional  competence  of  the  CPA. 

Solicitude.  Solicitude  is  defined*  as  the  state  of  being  "full 
of  anxiety  or  concern,  as  for  the  attainment  of  something"  (in 
this  case  the  client's  welfare),  or  "full  of  eager  desire,  willing." 
This  is  the  quality  which  evidences  the  "sense  of  mission"  as 
Vannevar  Bush  has  termed  it,  or  the  "spirit  of  public  service"  as 
Dean  Roscoe  Pound  has  described  the  primary  characteristic  of 
professional  practice. 

♦Funk  &  Wagnalls'  New  College  Standard  Dictionary. 
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It  is  not  appropriate  that  professional  practitioners  should 
think  of  themselves  as  engaged  simply  in  selling  their  time  at  a 
price  which  is  competitive  in  the  "market."  It  is  not  enough 
that  a  professional  practitioner  complete  a  job  in  a  workmanlike 
and  competent  manner  within  the  limits  of  an  agreement,  with- 
out further  concern  over  the  client's  welfare  or  sense  of  obliga- 
tion to  inquire  about  his  progress,  or  to  offer  constructive 
suggestions  which  may  come  to  mind. 

A  certified  public  accountant  should  go  beyond  the  limits  of 
his  contract,  be  it  written  or  tacit,  by  giving  thoughtful  consider- 
ation to  the  needs  of  his  client  and  attempting  to  help  him  in 
every  practicable  way. 


Sec.    83  —  CONFIDENTIAL   RELATIONSHIP 

"A  member  shall  not  violate  the  confidential  relationship  be- 
tween himself  and  his  client."  This  is  the  text  of  Rule  Number 
16  of  the  Institute's  Rules  of  Professional  Conduct. 

The  relationship  between  the  professional  certified  public 
accountant  and  his  client  is  essentially  confidential.  The  CPA, 
by  the  very  nature  of  his  work,  is  admitted  to  knowledge  of  his 
client's  most  private  business  and  financial  affairs.  Like  the 
physician,  he  is  often  the  repository  of  information  of  the  most 
personal  nature.  Often  he  is  engaged  by  competitors  in  the 
same  line  of  business,  each  of  whom  would  be  most  interested  to 
know  about  the  affairs  of  the  other.  It  would  be  fatal  to  the 
CPA's  own  professional  career,  and  damaging  to  the  whole 
profession,  if  the  information  entrusted  to  him  were  improperly 
revealed.  It  is  the  accountant's  sacred  duty  to  respect  the  con- 
fidential relationship  with  his  clients.  The  man  with  a  loose 
tongue,  the  man  who  cannot  keep  a  secret,  should  never  attempt 
to  practice  public  accounting. 

The  necessity  of  discretion  will  be  recognized  instinctively  by 
anyone  entering  the  practice  of  public  accounting.  It  has  been 
emphasized  again  and  again  in  the  professional  literature.  It  is 
one  of  the  first  things  that  certified  public  accountants  teach 
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their  young  assistants.  It  is  not  uncommon  to  have  them  sign  a 
"code  of  secrecy."  Many  CPAs  will  not  even  voluntarily  disclose 
the  names  of  their  clients. 


Opinions  of  Institute's  Committee  on  Ethics 

COMMERCIAL  REPRODUCTION  OF  CLIENT^  RECORDS 

A  member  asked  if  he  could  have  a  client's  records— schedules, 
tax  returns,  audit  reports— duplicated  by  a  commercial  photo 
printing  establishment,  without  violating  Rule  Number  16. 
The  committee  replied  that  ordinarily  such  action  would  not 
be  improper.  It  recommended  that  in  questionable  cases  the 
client's  permission  be  obtained,  particularly  with  tax  returns. 

REFERENCE  FROM  EMPLOYER'S  CLIENTS 

A  staff  member  wished  to  submit  his  resume  to  another  firm 
from  which  he  hoped  to  obtain  employment.  He  asked  if  he 
could  include  as  part  of  his  experience  the  names  of  companies 
for  which  he  performed  audits  for  his  present  firm.  The  com- 
mittee replied  that  the  mere  fact  of  employment  is  often  a 
confidential  matter  between  accountant  and  client.  But  if  the 
company  issues  reports  that  are  available  to  the  public  and 
the  former  employer  was  well  known  as  the  regular  auditor, 
there  seemed  to  be  no  objection  to  revealing  the  fact  that  the 
member  had  served  on  that  assignment. 

DISTRIBUTION  OF  CLIENT'S  PERCENTAGES 

A  trade  association  requested  a  CPA  firm  to  supply  profit-and- 
loss  percentages  taken  from  the  reports  of  the  accountants' 
clients  to  be  distributed  to  the  association's  members.  The 
committee  ruled  that  there  would  be  no  violation  if  the  firm 
had  the  clients'  permission  to  distribute  the  figures.  The  in- 
formation should  be  marked  as  submitted  with  permission  of 
the  clients  of  the  CPA. 

Sec.    84  —  PRIVILEGED    COMMUNICATIONS 

The  only  questions  requiring  interpretation  of  Rule  Number  16 
arise  when  a  client  is  engaged  in  litigation,  or  when  the  certified 
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public  accountant  discovers  that  a  client  is  doing  something 
wrong. 

Not  infrequently  CPAs  are  asked  to  testify  in  lawsuits,  par- 
ticularly in  cases  in  which  partners  or  minority  stockholders 
are  suing  for  a  greater  share  of  the  profits,  or  for  damages  based 
on  alleged  malfeasance  of  directors.  The  CPA  who  has  served  as 
auditor  of  the  company  whose  affairs  are  under  consideration 
should  never  testify  voluntarily  against  the  management  in  such 
a  matter.  The  information  in  his  possession  was  acquired  solely 
because  he  was  engaged  as  a  trusted  professional  practitioner  and 
he  should  not  violate  the  trust.  He  may,  however,  be  required  to 
testify  under  subpoena,  and  in  this  case  he  has  no  choice  but  to 
yield  to  the  compulsion  of  the  law. 

Communications  between  CPA  and  client  are  not  "priv- 
ileged" under  the  common  law,  as  are  those  of  physicians, 
clergymen,  and  lawyers.  In  some  states,  however,  there  is  a 
statutory  privilege.  The  accountancy  law  of  Illinois,  for  ex- 
ample, contains  the  following  provision: 

Sec.  27.  A  public  accountant  shall  not  be  required  by  any 
court  to  divulge  information  or  evidence  which  has  been  ob- 
tained by  him  in  his  confidential  capacity  as  a  public  account- 
ant. 

There  is  a  question,  however,  whether  a  provision  of  a  state 
law  of  this  nature  will  be  held  valid  in  the  federal  jurisdiction. 
In  one  case*  a  federal  district  court  held  that  the  above-quoted 
provision  of  the  Illinois  law  did  not  make  privileged  any  evi- 
dence in  possession  of  a  public  accountant  when  he  was  directed 
by  a  valid  summons  of  the  Commissioner  of  Internal  Revenue 
or  his  agent  to  appear  and  testify.* 

However,  in  a  more  recent  casef ,  a  federal  court  has  upheld 

*Eckerling  v.  Helvering,  29  AFTR  1295  (U.  S.  District  Court,  Northern  District 
of  Illinois,  Eastern  Division,  December  9,  1940.) 

■\Palmer  v.  Fisher,  U.  S.  Court  of  Appeals,  Seventh  Circuit,  No.  11481,  Decem- 
ber 9,  1955. 
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this  same  provision  of  the  Illinois  law,  in  a  civil  action  between 
private  litigants,  in  which  no  agency  of  the  federal  government 
was  a  party. 

Privileged  communication  clauses  also  appear  in  the  account- 
ancy laws  of  Arizona,  Florida,  Georgia,  Iowa,  Kentucky,  Louisi- 
ana, Maryland,  Michigan,  New  Mexico,  Tennessee,  and  Alaska. 

There  is  a  difference  of  opinion  within  the  profession  as  to 
whether  or  not  statutory  provisions  creating  privileged  com- 
munications between  clients  and  certified  public  accountants 
are  desirable.  It  is  universally  agreed  that  a  CPA  should  not 
voluntarily  disclose  any  information  in  his  possession  about  a 
client's  affairs,  but  there  is  some  doubt  whether  it  is  in  the 
public  interest  to  impede  the  courts  in  the  administration  of 
justice  by  preventing  them  by  law  from  calling  CPAs  as  wit- 
nesses. On  the  other  hand,  confidence  that  what  is  told  an 
auditor  in  his  professional  capacity  will  be  held  inviolate  should 
not  only  enable  him  to  obtain  all  the  information  necessary  for 
the  conduct  of  an  examination,  but  should  place  him  in  a  posi- 
tion to  perform  the  maximum  service  to  his  client.  This  too  is  in 
the  public  interest. 

Sec.    85  —  OWNERSHIP  OF  WORKING  PAPERS 

What  applies  to  oral  disclosures  by  an  accountant  applies  with 
equal  force  to  his  working  papers  and  other  documents  in  his 
possession  containing  information  about  a  client's  affairs.  These 
papers  should  be  guarded  with  the  utmost  diligence  and  scrupu- 
lously kept  from  the  eyes  of  outsiders.  It  has  been  held  that 
working  papers  are  the  property  of  the  accountant  himself,* 
and  not  even  the  client  can  require  their  surrender.  Some  laws 
also  contain  provisions  to  this  effect.f  In  the  absence  of  statutory 

*Ipswich  Mills  v.  Dillon,  157  N.E.  604  (Supreme  Court  of  Massachusetts),  July  5, 

1927. 
fArizona,    California,    Florida,    Kentucky,    Missouri,    New    Hampshire,    Oregon, 

Pennsylvania,  Tennessee,  Virginia,  Washington,  Hawaii,  and  Puerto  Rico. 
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privilege,  however,  working  papers  may  be  required  by  sub- 
poena to  be  produced  in  court,  even  though  they  remain  the 
accountant's  property.  For  his  own  protection  it  has  been  sug- 
gested that  in  such  cases  the  accountant  should  make  photostatic 
copies  of  the  working  papers  for  his  own  files. 

Some  certified  public  accountants,  particularly  in  doing  what 
is  known  as  "write-up"  work,  include  many  details  of  accounts 
in  their  working  papers  which  do  not  appear  in  the  client's 
books.  Such  details  should  be  incorporated  in  the  client's 
records.  If  this  has  not  been  done  the  CPA  should  make  his 
working  papers  available  to  the  client  when  occasion  requires. 

The  Internal  Revenue  Service  and  other  government  agencies 
often  request  opportunity  to  review  a  CPA's  working  papers. 
Such  requests  should  always  be  cleared  with  the  client  before 
they  are  granted.  The  CPA  or  his  representative  should  always 
be  present  when  the  working  papers  are  reviewed,  so  that  no 
schedules  may  be  extracted  without  his  knowledge,  and  no 
alterations  may  be  made  in  the  working  papers. 

Opinions  of  Institute's  Committee  on  Ethics 

WORKING  PAPERS 

A  member  discovered  that  a  predecessor  accountant  had  de- 
veloped depreciation  and  other  cumulative  schedules  showing 
information  necessary  for  the  performance  of  tax  work.  The 
member  asked  if  he  should  reconstruct  those  schedules  or  have 
the  client  request  the  previous  accountant  to  furnish  copies 
since  they  were  an  integral  part  of  the  client's  records. 

The  committee  stated  that  the  predecessor  accountant  is  under 
no  obligation  to  surrender  the  originals  or  copies  of  the  work- 
ing papers.  If  he  decided  to  do  so  voluntarily,  he  would  not 
be  violating  Rule  Number  16. 

SALE  OF  PRACTICE 

The  committee  ruled  that  a  member  selling  an  accounting 
practice  may  not  transfer  confidential  papers  of  a  client  without 
first  obtaining  his  permission. 
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Sec.  86  —  WHEN  CPA  MAY  MAKE  DISCLOSURES  RELATED  TO  HIS  WORK 

If  a  certified  public  accountant  is  sued  for  negligence,  or  if  he 
finds  it  necessary  to  sue  a  client  for  a  fee,  he  may  properly  dis- 
close to  the  court,  orally  or  by  reference  to  his  working  papers, 
such  information  as  to  the  scope  of  his  work  or  the  nature  of  his 
service  as  may  be  necessary  to  defend  himself  or  to  establish  the 
justice  of  his  claim.  He  might  be  held  guilty  of  unprofessional 
conduct,  however,  if  on  such  an  occasion  he  made  gratuitous 
disclosures  of  his  client's  affairs  unrelated  to  the  question  under 
litigation. 

What  is  the  CPA's  duty  if  he  discovers  serious  wrongdoing  on 
the  part  of  a  client,  of  a  nature  which  cannot  be  corrected  or  be 
disclosed  in  the  financial  statements  or  the  accountant's  report? 
He  can  only  withdraw  from  the  engagement.  He  should  not 
voluntarily  inform  even  those  who  may  be  injured  by  the 
client's  acts.  He  must  remember  that  he  is  engaged  because  his 
professional  status  marks  him  as  one  who  can  be  trusted,  and  he 
must  not  violate  that  trust  though  it  be  reposed  in  him  by  a 
client  who  proves  to  be  unworthy.  He  may,  and  should,  get  rid 
of  a  dishonest  client,  but  he  should  not  break  the  confidential 
relationship.  An  exception  is  permissible  if  a  client  announces 
an  intention  to  commit  a  crime. 

In  considering  the  CPA's  position  it  is  of  interest  to  note 
what  the  legal  profession  says  about  the  duty  of  its  members 
with  respect  to  confidence  of  a  client.  Canon  37  of  the  canons 
of  professional  ethics  of  the  American  Bar  Association  reads  as 
follows: 

37.  Confidences  of  a  Client.  It  is  the  duty  of  a  lawyer  to  pre- 
serve his  client's  confidences.  This  duty  outlasts  the  lawyer's 
employment,  and  extends  as  well  to  his  employees;  and  neither 
of  them  should  accept  employment  which  involves  or  may  in- 
volve the  disclosure  or  use  of  these  confidences,  either  for  the 
private  advantage  of  the  lawyer  or  his  employees  or  to  the  dis- 
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advantage  of  the  client,  without  his  knowledge  and  consent, 
and  even  though  there  are  other  available  sources  of  such  in- 
formation. A  lawyer  should  not  continue  employment  when 
he  discovers  that  this  obligation  prevents  the  performance  of 
his  full  duty  to  his  former  or  to  his  new  client. 

If  a  lawyer  is  accused  by  his  client,  he  is  not  precluded  from 
disclosing  the  truth  in  respect  to  the  accusation.  The  announced 
intention  of  a  client  to  commit  a  crime  is  not  included  within 
the  confidences  which  he  is  bound  to  respect.  He  may  properly 
make  such  disclosures  as  may  be  necessary  to  prevent  the  act  or 
protect  those  against  whom  it  is  threatened. 

It  should  be  restated  here  that  the  rules  of  the  Treasury  De- 
partment do  not  require  a  certified  public  accountant  enrolled 
to  practice  as  an  agent  before  the  Treasury  Department  to  reveal 
a  client's  failure  to  comply  with  the  law  or  regulations  governing 
determination  of  income  taxes,  but  only  to  notify  the  client  of 
such  failure  (see  Chapter  6,  page  no). 
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INFORMATION  TO  SUCCESSOR  ACCOUNTANT 

A  member  withdrew  from  an  engagement  on  discovering  ir- 
regularities in  his  client's  tax  return.  He  asked  if  he  could  re- 
veal to  the  successor  accountant  why  the  relationship  was  ter- 
minated. The  committee  replied  that  he  should  not  reveal  the 
condition  of  the  client's  books.  He  may  state  that  he  sent  his  for- 
mer client  a  letter  of  withdrawal  but  he  may  not  give  any  de- 
tails until  the  successor  accountant  obtains  the  client's  consent. 
If  the  client  refuses  permission  to  obtain  information  from  the 
predecessor,  the  successor  is  at  least  on  notice. 

FRAUDULENT  TAX  RETURN 

A  member  learned  that  a  client  withheld  from  him  information 
on  a  substantial  part  of  his  income,  with  the  result  that  the 
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accountant  prepared  a  faulty  tax  return.  Under  Treasury  De- 
partment rules  an  enrolled  agent  has  performed  his  duty  when 
he  has  informed  his  client  that  a  violation  has  been  committed. 
He  should  protect  himself  from  the  charge  of  collusion  by 
writing  the  taxpayer  that  the  additional  income  should  be  re- 
ported in  an  amended  return.  If  the  omission  was  intentional  or 
if  the  client  refuses  to  correct  it,  the  member  should  withdraw. 

FRAUDULENT  ACT  OF  CLIENT 

A  member  brought  suit  against  his  client  for  his  fee,  after  the 
client  had  filed  a  bankruptcy  petition.  The  member  wished  to 
testify  at  the  bankruptcy  hearings  that  the  client  had  over- 
stated his  assets.  The  committee  held  that  Rule  Number  16 
prevented  the  accountant  from  volunteering  testimony  at  the 
hearing  but  that  the  member  could  reveal  the  facts  if  he 
were  subpoenaed.  He  was  also  cautioned  to  restrict  his  dis- 
closures to  information  necessary  to  substantiate  his  claim. 


Sec.    87  —  COMMISSIONS,    BROKERAGE    AND    FEE-SPLITTING 

A  specific  application  of  the  general  ethical  obligation  not  to 
take  personal  advantage  or  profit  from  dealing  with  or  knowl- 
edge of  a  client's  affairs  is  provided  by  Rule  Number  3  of  the 
Rules  of  Professional  Conduct,  which  reads  as  follows: 

3.  Commissions,  brokerage,  or  other  participation  in  the  fees 
or  profits  of  professional  work  shall  not  be  allowed  directly  or 
indirectly  to  the  laity  by  a  member. 

Commissions,  brokerage,  or  other  participation  in  the  fees, 
charges,  or  profits  of  work  recommended  or  turned  over  to  the 
laity  as  incident  to  services  for  clients  shall  not  be  accepted  di- 
rectly or  indirectly  by  a  member. 

Protection  of  the  interests  of  clients  is  a  major  purpose  which 
underlies  Rule  Number  3.  This  rule  is  also  designed  to  fortify 
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the  accountant's  independence,  and  to  fortify  the  professional 
attitude.  But  a  major  motive  behind  it  is  to  avoid  situations 
which  might  lead  clients  to  suspect  either  that  CPAs  were  pay- 
ing commissions,  which  must  ultimately  come  out  of  the  clients' 
pocket,  to  laymen  who  helped  them  obtain  the  engagements,  or 
that  their  CPAs  were  enriching  themselves  indirectly,  at  the 
clients'  expense,  by  accepting  commissions  from  vendors  of 
goods  or  services,  the  purchase  of  which  the  CPA  recommended 
to  the  client. 

Even  if  a  client  did  not  object  to  the  payment  of  a  commission 
which  would  ultimately  come  out  of  his  pocket  (businessmen 
are  accustomed  to  the  idea  that  nobody  works  for  nothing), 
there  is  an  important  reason  why  the  CPA  should  not  accept 
it.  The  basis  of  his  relationship  with  the  client  is  confidence. 
The  client  trusts  him,  or  he  would  not  have  him  around  the 
place.  If  the  client  accepts  his  recommendation  for  the  purchase 
of  a  calculating  machine,  or  some  other  product  or  service  about 
which  the  CPA  might  be  expected  to  know  more  than  the  client 
himself,  he  has  a  right  to  assume  that  the  CPA  has  the  client's 
interests  in  view.  If  he  finds  that  the  CPA  has  accepted  a  com- 
mission from  the  vendor,  the  client  may  wonder  whether  this 
particular  product  was  really  the  one  best  suited  for  his  purpose, 
and  the  most  economical,  or  whether  the  CPA's  recommenda- 
tion was  actuated  in  part  by  the  hope  of  personal  gain. 

The  same  reasoning  would  prohibit  a  CPA  from  accepting  a 
"finder's  fee"  when  he  is  acting  on  behalf  of  a  client  in  the  pur- 
chase, sale,  or  merger  of  a  business. 

Recommending  accounting  machines  or  other  products  or 
services  may  be  a  legitimate  part  of  the  professional  service 
rendered  by  the  certified  public  accountant.  Compensation  for 
the  time  and  effort  which  the  CPA  may  properly  devote  to  in- 
vestigating and  choosing  the  most  suitable  facilities  should  be 
included  in  the  fee  which  the  client  pays  him.  In  these  circum- 
stances, the  client  will  not  question  the  objectivity  with  which 
the  recommendation  was  made. 
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Opinions  of  Institute's  Committee  on  Ethics 

ENGAGEMENT  FROM  BOOKKEEPING  SERVICE 

A  member  may  not  have  a  financial  interest  in  a  bookkeeping 
service  organization  which  advertises  or  solicits  business,  and 
might  serve  as  a  feeder  for  his  accounting  practice.  He  may, 
however,  accept  engagements  from  such  an  organization  if  he 
has  no  financial  or  other  interest  in  it.  Under  Rule  Number  3 
he  could  not  divide  fees  with  the  bookkeeping  organization, 
which  must  be  considered  the  "laity." 


RECOMMENDATION  BY  LAITY 

Businessmen  may,  if  they  choose,  recommend  to  their  customers 
the  services  of  an  accountant,  but  carrying  his  name  on  their 
business  card  would  violate  the  rules  against  advertising  and 
solicitation.  If  a  member  accepts  an  engagement  as  a  result  of 
such  recommendation,  his  fee  must  not  be  shared  with  others. 


FEE-SPLITTING  WITH  LAITY 

A  member  was  offered  the  opportunity  to  share  in  the  owner- 
ship of  a  service  corporation  to  be  organized  to  purchase  sup- 
plies, engage  and  discharge  personnel,  and  furnish  legal  and 
accounting  services  for  hospitals.  He  would  share  49  per  cent  of 
the  stock  equally  with  the  attorneys  doing  the  legal  work.  His 
fees  were  to  be  charged  to  the  corporation  on  a  per  diem  basis, 
and  the  reports  signed  by  him  as  a  CPA.  The  committee  ruled 
that  payment  of  part  of  the  accountant's  fee  in  the  form  of 
dividends  would  violate  Rule  Number  3,  but  that  there  would 
be  no  objection  to  the  proposal  if  he  held  no  stock. 


FEES  TO  NON-CPAS 

The  committee  ruled  that  a  member's  payment  of  a  forwarding 
fee  to  a  non-CPA  was  sharing  a  fee  with  the  laity  which  is  for- 
bidden in  Rule  Number  3. 
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SeC.    88  —  CONTINGENT    FEES     (RULE    NUMBER    9) 

Rule  Number  9  of  the  Rules  of  Professional  Conduct  reads  as 
follows: 

9.  Professional  service  shall  not  be  rendered  or  offered  for 
a  fee  which  shall  be  contingent  upon  the  findings  or  results  of 
such  service.  This  rule  does  not  apply  to  cases  involving  fed- 
eral, state,  or  other  taxes,  in  which  the  findings  are  those  of  the 
tax  authorities  and  not  those  of  the  accountant.  Fees  to  be 
fixed  by  courts  or  other  public  authorities,  which  are  there- 
fore of  an  indeterminate  amount  at  the  time  when  an  engage- 
ment is  undertaken,  are  not  regarded  as  contingent  fees  within 
the  meaning  of  this  rule. 

One  purpose  of  this  rule  is  to  protect  the  certified  public 
accountant  against  the  possibility  of  being  influenced,  or  the 
appearance  of  being  influenced,  by  what  might  amount  to  a 
financial  interest  in  the  outcome  of  a  business  transaction  to 
which  his  professional  work  is  related.  Another  purpose  is  to 
protect  clients  against  exorbitant  fees. 

If  a  certified  public  accountant  accepted  an  engagement  to 
audit  and  express  an  opinion  on  financial  statements  of  a  com- 
pany which  intended  to  issue  securities  for  sale  to  the  public, 
with  the  understanding  that  his  fee  would  be  a  percentage  of 
the  proceeds  from  the  sale  of  the  securities  (which  would  neces- 
sarily be  contingent  on  approval  of  the  registration  statements 
by  the  Securities  and  Exchange  Commission  and  successful 
consummation  of  the  underwriting),  the  objectivity  of  the  certi- 
fied public  accountant  in  expressing  an  opinion  on  the  financial 
statements  might  be  questioned  with  good  reason. 

The  same  reasoning  applies  not  only  in  matters  involving  the 
expression  of  opinion  on  financial  statements  on  which  third 
parties  might  rely,  but  in  accounting  engagements  in  which  only 
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the  client  may  be  interested.  For  example,  imagine  a  situation  in 
which  a  certified  public  accountant  was  engaged  to  make  a  cost 
analysis  and  suggest  ways  of  reducing  costs,  the  amount  of  the 
fee  to  be  a  percentage  of  the  savings  the  client  might  realize  by 
adoption  of  the  CPA's  recommendations.  The  CPA  in  such  a 
situation  would  be  exposed,  or  would  appear  to  be  exposed,  to 
the  temptation  to  make  recommendations  which  might  be 
against  the  long-range  interests  of  the  client,  merely  in  order  to 
increase  the  amount  of  the  immediate  savings  and  therefore 
the  amount  of  the  fee. 

There  is  no  difference  of  opinion  in  the  accounting  profes- 
sion on  the  impropriety  of  contingent  fees  for  accounting  and 
auditing  work  in  general.  They  are  taboo,  and  no  violations 
have  been  reported  for  many  years. 

It  will  be  noted,  however,  that  Rule  Number  9  contains  an 
exception  with  regard  to  "cases  involving  federal,  state,  or  other 
taxes,  in  which  the  findings  are  those  of  the  tax  authorities  and 
not  those  of  the  accountant." 

The  probable  reason  for  this  exception  is  that,  in  representing 
taxpayers  before  the  Treasury  Department,  certified  public 
accountants  practice  side  by  side  with  lawyers  and  with  other 
enrolled  agents  who  are  permitted  to  practice  before  the  Depart- 
ment. The  rules  of  the  Treasury  Department  and  the  canons  of 
ethics  of  the  American  Bar  Association  both  permit  contingent 
fees,  subject  to  certain  conditions.  It  may  have  seemed  unrea- 
sonable to  impose  on  certified  public  accountants,  through  the 
Institute's  Rules  of  Professional  Conduct,  any  more  rigid  restric- 
tions on  fee  arrangements  than  the  Treasury  itself  or  the  Bar 
Association  imposed  on  other  practitioners  before  the  Depart- 
ment. 

However,  the  language  of  the  Institute  rule  appears  to  at- 
tempt to  justify  the  exception  regarding  tax  cases  on  the  ground 
that  "the  findings  are  those  of  the  tax  authorities  and  not  those 
of  the  accountant."  It  can  be  reasoned  that  in  assisting  the  tax- 
payer to  establish  a  claim  for  refund  or  contest  an  additional 
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assessment,  the  certified  public  accountant  is  not  in  the  position 
of  an  independent  auditor  expressing  an  opinion  on  which 
third  parties  may  rely,  but  is  rather  an  expert  in  tax  accounting, 
helping  the  taxpayer  to  establish  precisely  what  his  taxable 
income  is.  The  government  does  not  rely  on  the  accountant's 
findings,  but  makes  whatever  investigations  it  considers  neces- 
sary before  reaching  its  own  conclusions.  Therefore,  it  may  be 
argued,  there  is  no  question  here  of  exposure  to  temptation  or 
of  jeopardizing  public  confidence  in  the  accountant's  independ- 
ence. The  CPA  will,  of  course,  tell  the  truth  or  forfeit  his  right 
to  practice  before  the  taxing  authorities.  But  the  question 
whether  his  judgment  may  be  swayed  by  his  own  financial  inter- 
est in  winning  the  case  is  not  significant  here,  it  might  be 
contended,  because  it  is  not  the  CPA's  judgment,  but  the  find- 
ings of  the  government  agents  or  the  courts  which  will  finally 
determine  the  amount  of  income  to  be  taxed. 

In  the  opinion  of  this  author,  this  reasoning  is  rather  tenuous. 
It  has  been  the  object  of  sarcastic  comment  by  members  of  the 
legal  profession.  It  seems  difficult  to  reconcile  what  seems  an 
inherent  contradiction  within  the  rule.  It  says,  on  the  one  hand, 
that  a  CPA  should  be  protected  against  the  possibility  or  ap- 
pearance of  being  influenced  by  a  financial  interest  in  the  out- 
come of  an  auditing  or  accounting  engagement,  in  which  the 
interests  of  investors,  creditors,  or  his  client  might  conflict  with 
his  own.  On  the  other  hand  it  says  that  there  is  no  necessity  for 
protecting  him  against  the  possibility  of  such  an  influence  in  a 
tax  engagement,  when  the  interests  of  the  client,  the  federal 
government  and,  to  an  extent,  the  general  public  might  conflict 
with  his  own. 

The  traditional  justification  for  contingent  fees  is  that  they 
permit  citizens  to  obtain  professional  assistance  who  otherwise 
could  not  afford  it. 

The  Treasury  Department's  rule  says:  "A  wholly  contingent 
fee  agreement  shall  not  be  entered  into  with  a  client  by  an 
enrolled  person  unless  the  financial  status  of  the  client  is  such 
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that  he  would  otherwise  be  unable  to  obtain  the  services  of  an 
attorney  or  agent."* 

With  respect  to  the  attitude  of  the  legal  profession,  Drinker 
says:  "...  Contingent  fees  are  sanctioned  in  proper  cases  in  order 
to  enable  clients  to  secure  a  competent  lawyer,  where  otherwise 
they  would  not,  in  all  probability,  be  able  to  do  so."f 

Contingent  fees,  however,  are  usually  expressed  in  terms  of 
a  percentage  of  the  amount  which  may  be  "saved"  or  "won"  for 
the  client.  There  is  always  the  possibility  under  such  an  arrange- 
ment that  the  fee  will  be  exorbitant.  Why  should  it  not  be  pos- 
sible for  a  client  who  cannot  afford  to  retain  a  professional 
practitioner  unless  he  wins  his  case,  to  make  an  agreement  to 
pay  a  reasonable,  or  even  a  generous  fee  if  he  is  successful,  with 
the  understanding  that  he  will  pay  no  fee  if  unsuccessful— but 
without  tying  the  fee  to  the  amount  of  the  settlement? 

The  present  Treasury  Department  rule  attempts  to  guard 
against  exorbitant  fees.  The  full  text  is  as  follows: 

Sec.  10.2  (4)  (y)  Fees;  agreements.  (1)  No  enrolled  person  shall 
exact  from  his  client  a  manifestly  unreasonable  fee,  whether  con- 
tingent or  otherwise,  in  any  matter  before  the  Treasury  De- 
partment. The  reasonableness  of  a  fee  in  any  case  is  within 
limits  a  matter  of  judgment  and  depends  upon  all  the  facts 
and  circumstances  thereof,  including  the  complexity  and  dif- 
ficulty of  the  case,  the  amount  of  time  and  labor  required  for 
its  proper  preparation  and  presentation,  the  amount  involved, 
and  the  professional  standing  and  experience  of  the  attorney  or 
agent. 

(2)  A  wholly  contingent  fee  agreement  shall  not  be  entered 
into  with  a  client  by  an  enrolled  person  unless  the  financial 
status  of  the  client  is  such  that  he  would  otherwise  be  unable 
to  obtain  the  services  of  an  attorney  or  agent.  Partially  con- 
tingent fee  agreements  are  permissible  where  provision  is  made 
for  the  payment  of  a  minimum  fee,  substantial  in  relation  to 

♦Treasury  Department  Circular  No.  230,  Section  10.2  (4)  (y). 
fDrinker,  Legal  Ethics,  page  176. 
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the  possible  maximum  fee,  which  minimum  fee  is  to  be  paid 
and  retained  irrespective  of  the  outcome  of  the  proceeding. 
Such  minimum  fee  need  not  be  paid  in  advance,  if  provision 
for  its  payment  is  made  irrespective  of  the  outcome  of  the  case. 
The  payment  of  or  agreement  to  pay  a  nominal  minimum  fee 
will  not  satisfy  the  requirements  of  this  subparagraph. 

(3)  Whenever  an  enrolled  attorney  or  agent  shall  enter  into 
a  contract  to  represent  a  client  before  the  Treasury  Department 
on  a  wholly  or  partially  contingent  basis,  he  shall  file  with  the 
Committee  [on  Practice]  a  signed  statement  to  that  effect,  con- 
taining the  terms  of  the  contract  as  they  relate  to  compensation. 

(4)  When  a  power  of  attorney  is  filed  with  the  Treasury  De- 
partment it  shall  be  the  duty  of  the  attorney  or  agent  filing  the 
same  to  file  therewith  a  statement  as  follows: 

(Date  and  place) 

This  is  to  certify  that  I  (have)  (have  not)  entered  into  a  con- 
tingent or  partially  contingent  fee  agreement  for  the  repre- 
sentation of  before  the 

(name  of  client,  principal,  or  taxpayer) 
Treasury  Department  in  the  matter  of 

(income,  estate,  gift  or  other  taxes,  or  other  matter) 
under  the  terms  of  a  power  of  attorney  filed  with  the  Treasury 

Department  on  ,   19 ,  and  (in 

case  a  contingent  or  partially  contingent  fee  agreement  has 
been  made)  that  a  report  of  such  fee  agreement  (has)  (has  not) 
been  made  to  the  Committee  on  Practice. 


(Signature  of  attorney  or  agent) 
This  requirement  shall  not  be  applicable  to  powers  of  attorney 
wherein  the  authority  granted  is  limited  to  the  filing  of  tax 
or  information  returns. 

Canon  13  of  the  Bar  Association's  canons  of  ethics  also  pro- 
vides that  a  contingent  fee  should  be  reasonable,  as  follows: 

13.  Contingent  Fees.  A  contract  for  a  contingent  fee,  where 
sanctioned  by  law,  should  be  reasonable  under  all  the  circum- 
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stances  of  the  case,  including  the  risk  and  uncertainty  of  the 
compensation,  but  should  always  be  subject  to  the  supervision 
of  a  court,  as  to  its  reasonableness. 


There  has  been  some  confusion  as  to  just  what  a  contingent 
fee  is.  Every  fee  is  contingent,  in  a  sense,  upon  the  client's  will- 
ingness and  ability  to  pay  it,  and  its  amount  may  vary  according 
to  the  extent  of  the  work  which  it  is  found  necessary  to  do.  The 
prohibition  against  contingent  fees  is  by  no  means  intended  to 
require  that  all  fees  be  stipulated  in  advance  of  performance. 
Nor  is  it  suggested  that  a  certified  public  accountant  may  not 
properly  work  for  nothing,  if  he  chooses  to  accommodate  a 
friend  who  cannot  afford  to  pay  any  fee. 

Rule  Number  9  says,  "Fees  to  be  fixed  by  courts  or  other 
public  authorities,  which  are  therefore  of  an  indeterminate 
amount  at  the  time  when  an  engagement  is  undertaken,  are  not 
regarded  as  contingent  fees  within  the  meaning  of  this  rule." 
In  bankruptcy  cases,  for  example,  the  courts  must  approve  all 
fees  for  professional  services  rendered.  In  undertaking  to  render 
such  service  the  certified  public  accountant  may  intend  to 
charge  for  his  work  at  his  regular  rates,  but  his  compensation 
will  be  contingent  on  a  court's  approval.  Yet  this  would  not  be 
a  contingent  fee  within  the  meaning  of  Rule  Number  9. 

Nor  is  the  rule  intended  to  mean  that  a  CPA's  fees  must 
always  be  based  on  inflexible  per  diem  rates.  In  deciding  what  to 
charge  for  his  work  he  may  properly  consider  such  factors  as  the 
following  (which  incidentally  are  all  specifically  recognized, 
among  others,  as  legitimate  factors  in  Canon  12  of  the  Canons 
of  Professional  Ethics  of  the  American  Bar  Association):  the 
time  and  labor  required,  the  novelty  and  difficulty  of  the  ques- 
tions involved,  and  the  skill  requisite  properly  to  perform  the 
engagement;  the  customary  charges  by  certified  public  account- 
ants for  similar  services;  the  amounts  involved  in  the  transac- 
tions to  which  the  accountant's  work  relates,  and  the  extent  of 
benefit  to  the  client  resulting  from  the  accountant's  services;  the 
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character  of  the  employment,  whether  casual  or  for  an  estab- 
lished and  constant  client. 

Since  it  is  entirely  proper  that  a  fee  may  be  determined  after 
the  work  is  completed,  and  the  benefits  to  the  client  may  be  a 
factor  in  fixing  its  amount,  just  where  is  the  line  of  demarcation 
between  contingent  fees  that  are  prohibited  and  the  fees  that 
are  above  criticism?  The  test  to  apply  is  whether,  by  prearrange- 
ment,  the  certified  public  accountant  has  what  amounts  to  a 
financial  interest  in  a  venture  of  his  client,  in  that  the  CPA  may 
receive  an  exceptional  financial  reward,  contingent  upon  the 
success  of  the  venture.  This  kind  of  prearrangement  is  improper 
because  it  may  influence  the  accountant's  judgment  (or  "find- 
ings"), or  subject  him  to  the  suspicion  that  his  independence  has 
been  impaired. 


Opinions  of  Institute's  Committee  on  Ethics 

CONTINGENT  TAX  FEE 

The  committee  stated  that  Rule  Number  9  does  not  prevent 
tax  cases  from  being  handled  on  a  contingent  basis.  The  com- 
mittee recommended  that  the  accountant  protect  himself  by 
having  a  clear-cut  arrangement  with  the  client  before  perform- 
ing the  engagement. 

FEE  CONTINGENT  ON  DAMAGES 

An  attorney  proposed  that  a  member  do  some  accounting  work 
in  connection  with  a  trademark  infringement  damage  suit.  The 
member  asked  if  he  could  accept  compensation  contingent 
upon  the  amount  of  damages  collected.  The  committee  ruled 
that  such  action  would  be  a  violation  of  Rule  Number  9. 

ACCOUNTANT  AS  EXPERT  WITNESS 

An  agreement  that  a  member  as  an  expert  witness  in  a  damage 
suit  would  receive  compensation  based  on  the  amount  awarded 
the  plaintiff  would  be  highly  improper.  Compensation  for  ex- 
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pert  testimony  must  be  at  a  per  diem  rate  or  at  a  fixed  sum 
previously  agreed  upon. 


Sec.    89  —  COMPETITIVE  BIDDING  AND  ESTIMATES 

The  undesirability  of  competitive  bidding  has  already  been 
discussed  at  length  in  Chapter  4  (see  Sec.  44,  pages  76-83). 

Some  businessmen  "shop  around"  in  an  attempt  to  obtain 
professional  accounting  services  as  cheaply  as  possible,  and  many 
CPAs  will  refuse  to  give  an  estimate  of  the  costs  of  performing 
a  professional  engagement  if  they  suspect  that  the  prospective 
client  is  in  fact  seeking  the  "lowest  bidder." 

But  a  prospective  client  who  in  good  faith  wants  some  idea 
of  the  probable  cost  of  the  service  he  desires  is  entitled  to  an 
estimate  at  least  of  the  general  dimensions  of  the  probable  fee. 
Such  an  estimate  may  be  given  in  the  form  of  a  probable  mini- 
mum and  maximum,  and  it  may  be  made  subject  to  the  possible 
discovery  of  factors  unknown  at  the  time  of  the  engagement, 
which  might  require  more  work  on  the  part  of  the  certified  pub- 
lic accountant  than  he  foresees  when  making  the  estimate. 


Sec.    90  —  FORWARDING  FEES 

"Forwarding  fees"  (payment  by  one  certified  public  accountant 
to  another  who  has  referred  work  to  the  first  one)  are  discussed 
at  greater  length  in  Chapter  9  (see  page  194).  It  is  not  regarded 
as  unethical  to  give  or  receive  such  fees. 

However,  some  certified  public  accountants  refuse  to  accept 
forwarding  fees  on  the  ground  that  they  add  to  the  cost  of  an 
engagement  to  the  client  without  adding  anything  of  value  to 
the  work  that  is  done.  In  other  words,  if  the  firm  to  whom  the 
work  is  "forwarded"  must  pay  a  fee  to  the  firm  which  referred  it, 
then  the  firm  which  does  the  work  must  charge  enough  to  cover 
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the  forwarding  fee  in  addition  to  out-of-pocket  costs  and  part- 
nership income. 

Many  CPAs  believe  that  the  practice  of  giving  or  receiving 
forwarding  fees  should  be  deprecated,  on  the  ground  that  it 
might  tempt  a  CPA  to  engage  as  correspondent  a  firm  offering 
the  largest  fee,  rather  than  one  most  competent  to  serve  the 
client. 

Some  certified  public  accountants  feel  that  if  the  audit  of  a 
branch  or  subsidiary  of  one  of  their  clients  is  undertaken,  for 
the  sake  of  convenience,  by  another  certified  public  accountant 
or  firm  nearer  the  scene  of  the  examination,  the  latter  firm  is 
doing  a  favor  to  the  former  firm  and  should  not  be  required  to 
pay  any  forwarding  fee. 


Sec.    gi  —  SUITS  FOR  FEES 

Suits  by  certified  public  accountants  to  collect  fees  from  clients 
are  not  uncommon,  but  many  certified  public  accountants  as  a 
matter  of  policy  never  sue  for  fees.  The  Rules  of  Professional 
Conduct  of  the  American  Institute  of  Accountants  are  silent 
on  this  subject. 

It  is  of  interest,  however,  that  Canon  14  of  the  canons  of 
professional  ethics  of  the  American  Bar  Association  says  in  part: 
"Controversies  with  clients  concerning  compensation  are  to  be 
avoided  by  the  lawyer  so  far  as  shall  be  compatible  with  his  self- 
respect  and  with  his  right  to  receive  reasonable  recompense  for 
his  services;  and  lawsuits  with  clients  should  be  resorted  to  only 
to  prevent  injustice,  imposition  or  fraud." 

Drinker  says  a  lawyer  "should  sue  for  fees  only  when  the 
circumstances  imperatively  demand  it.  He  will  find  it  wise,  it  is 
believed,  in  the  long  run,  not  to  accept  any  fee  from  an  honest 
client  greater  than  the  client  thinks  he  should  pay."* 

*Drinker,  Legal  Ethics,  page  171. 
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Sec.    92  —  SENDING  INFORMATION  TO  CLIENTS 

One  means  of  evidencing  an  interest  in  the  client's  affairs,  which 
is  used  not  infrequently  by  certified  public  accountants,  is  to 
send  to  clients  information  which  the  practitioner  believes 
would  be  of  interest  to  them.  The  Rules  of  Professional  Con- 
duct prohibiting  advertising  and  solicitation  do  not  impede  the 
sending  of  legitimate  information  to  clients;  for  example,  re- 
prints of  articles  from  professional  journals,  or  speeches,  or 
pamphlets  prepared  by  the  American  Institute  of  Accountants 
or  other  professional  societies  which  might  be  helpful  or  inter- 
esting to  the  client  concerned. 

It  is  considered  preferable  to  send  such  material  with  a  per- 
sonal note.  Stamping  of  the  name  of  the  certified  public  account- 
ant on  the  material  itself  is  not  regarded  with  favor.  If  any 
doubt  is  possible,  the  source  of  the  material  should  be  made 
known. 

To  send  to  the  client  desk  calendars,  desk  blotters,  or  other 
articles  which  are  not  informative  but  are  clearly  intended  for 
display  in  the  client's  office,  and  which  bear  the  name  of  the 
certified  public  accountant  or  firm  who  sent  them,  might  be 
considered  a  violation  of  Rule  Number  10. 


Sec.    93  —  IMPROPER  ADVICE  TO  CLIENTS 

It  seems  hardly  necessary  to  state  that  under  no  circumstances 
should  a  certified  public  accountant  give  his  client  advice  on  tax 
or  other  matters  which  might  result  in  fraud  or  other  punitive 
penalties  if  the  resulting  action  were  discovered.  However,  re- 
ports that  taxpayers  are  occasionally  encouraged  to  state  their 
inventories  at  a  nominal  figure  for  tax  purposes,  and  other  sim- 
ilar reports,  make  it  seem  desirable  to  restate  the  obvious. 


Chapter  p 

RELATIONS    WITH     FELLOW 
PRACTITIONERS 


ALL  professions  stress  the  importance  of  courteous  and 
JT\  cordial  relations  among  their  members.  There  are  good 
reasons  for  this.  The  welfare  of  the  profession  as  a  whole  de- 
pends to  a  large  extent  on  a  fraternal  sense  of  goodwill  and 
mutual  confidence  among  the  individuals  who  practice  it. 


Sec.  94  —  evils  of  unrestrained  competition  in  a  profession 

Unbridled  competition  would  weaken  or  destroy  the  very  char- 
acteristics which  distinguish  a  profession  from  a  business— the 
standards  of  competence  and  independence,  the  professional  at- 
titude, and  solicitude  for  clients  would  all  be  under  strain. 

The  standard  of  competence  requires  a  readiness  to  refer 
work  to  specialists  or  call  them  in  for  consultation  when  appro- 
priate. If  practitioners  feared  that  colleagues  enlisted  for  special 
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service  might  try  to  steal  their  clients,  the  general  practitioners 
would  be  inclined  to  struggle  along  and  do  their  best  even  with 
unfamiliar  subject  matter. 

The  standard  of  independence  requires  that  the  certified 
public  accountant  shall  not  subordinate  his  judgment  to  that 
of  his  client.  If  a  competitor  were  knocking  at  the  client's  door, 
eager  to  supplant  the  certified  public  accountant  performing  the 
engagement,  the  latter  might  be  less  inclined  to  stand  up 
against  the  wishes  of  his  client. 

The  professional  attitude  requires  a  renunciation  of  the 
profit-seeking  methods  identified  with  the  commercial  world: 
advertising,  solicitation  and  bidding.  Unrestricted  competition 
would  create  pressures  to  evade  the  rules  against  these  practices, 
or  at  least  to  ignore  their  spirit,  while  conforming  only  with 
the  letter. 

Solicitude  for  a  client's  welfare  would  soon  wither  away  if 
every  engagement  had  to  be  obtained  on  a  price  basis  in  a 
fiercely  competitive  market. 

All  this  would  be  bad  for  the  public,  as  well  as  for  the  profes- 
sion itself  and  its  members.  Unrestrained  competition  is  eco- 
nomically sound  only  in  areas  where  the  rule  of  "let  the  buyer 
beware"  can  be  effectively  applied.  In  a  field  of  personal  service 
where  technical  skill,  sound  judgment  and  pride  in  achievement 
are  the  major  ingredients  of  the  product,  the  recipient  of  the 
service  cannot  be  equipped  to  evaluate  it  for  himself.  He  must 
put  himself  in  the  hands  of  the  professional  practitioner.  Yet 
the  practitioner  could  not  render  service  of  the  quality  and 
extent  which  his  client  needed  if  his  fellow  practitioners  were 
aggressively  attempting  to  wrest  the  engagement  away  from  him 
at  every  opportunity. 

This  is  not  to  say  that  every  practitioner  has  a  life-long 
monopoly  of  every  client  who  engages  him.  Competition  exists 
in  the  professions,  since  a  client  is  free  to  change  professional 
advisers  whenever  he  feels  that  he  is  not  receiving  the  service 
he  desires,  or  if  he  feels  that  the  fees  he  is  paying  are  excessive. 
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The  Rules  of  Professional  Conduct  place  no  impediment  in  the 
way  of  the  public  in  its  search  for  professional  service  of  the 
kind  it  wants,  at  a  price  it  can  afford  to  pay.  All  that  the  rules 
do  is  to  restrain  the  members  of  the  profession  from  aggressive 
economic  warfare,  which  in  the  end  would  destroy  the  qualities 
which  make  the  profession  what  it  is. 

Sec.    95  —  NEED  FOR  CO-OPERATION  IN  IMPROVEMENT  OF  THE  ART 

There  are  other  important  reasons  why  good  relations  among 
members  of  a  profession  are  essential  to  their  own  welfare. 
Improvement  of  the  science  or  art  which  provides  the  technical 
tools  with  which  they  work  requires  a  free  and  helpful  inter- 
change of  information  and  opinion.  Successful  professional  men 
do  not  make  a  secret  of  what  they  have  learned  from  the  hard 
lessons  of  experience.  Professional  men  do  not  patent  their  ideas 
and  discoveries.  In  speeches  at  professional  meetings,  in  articles 
in  professional  journals,  in  co-operative  efforts  like  the  CPA 
Handbook,*  individual  members  of  the  profession  contribute 
what  they  know  for  the  improvement  of  the  group  as  a  whole. 
Only  in  this  way  can  the  profession  keep  pace  with  the  require- 
ments of  a  rapidly  changing  economy. 

A  certified  public  accountant  has  no  source  of  information 
about  the  theory  and  techniques  of  his  profession  except  his  own 
limited  experience  and  what  is  provided  by  other  men  who  have 
engaged  in  the  same  kind  of  work. 

Sec.    96  —  NEED  FOR  CO-OPERATION  IN  THE  COMMON  DEFENSE 

Again,  members  of  the  profession  must  work  together  in  the 
"common  defense."  Every  profession  has  had  to  fight  efforts  to 
lower  the  standards  for  admission  to  its  ranks.  The  certified 

♦Published  by  the  American  Institute  of  Accountants,  New  York,  in  1952— a  two- 
volume  manual  on  the  administration  of  a  professional  accounting  practice  in 
which  56  certified  public  accountants  collaborated  without  compensation. 
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public  accountant  certificate  has  acquired  enviable  prestige  and 
substantial  economic  value.  Since  enactment  of  the  first  CPA 
law,  there  have  been  efforts  in  the  state  legislatures  to  make  it 
possible,  in  one  way  or  another,  for  those  who  could  not  satisfy 
the  requirements  for  the  CPA  certificate  to  acquire  some  of  that 
prestige  and  that  value.  State  societies  of  certified  public  ac- 
countants have  resisted  these  efforts,  for  the  most  part  success- 
fully, and  when  they  have  failed,  they  have  gone  to  work  to 
rebuild  the  standards  again. 

The  American  Institute  of  Accountants  has  had  to  resist 
proposed  federal  legislation  which  would  have  been  seriously 
injurious  to  certified  public  accountants. 

State  and  national  professional  organizations  could  not  carry 
on  such  efforts  successfully  if  they  were  torn  by  internal  sus- 
picion, jealousy  and  strife  among  their  members. 

It  is  no  coincidence  that  the  first  objective  of  the  American 
Institute  of  Accountants  stated  in  its  by-laws  is: 

To  unite  the  accountancy  profession  in  the  United  States  as 
constituted  by  the  certified  public  accountants  of  the  several 
states,  territories,  possessions,  and  the  District  of  Columbia. 

Unity  is  essential  to  the  progress  of  the  professions,  and  the 
Rules  of  Professional  Conduct  are  designed  in  part  to  encourage 
and  cement  that  unity. 


Sec.    97  —  PERSONAL  SATISFACTION  IN  RESPECT  OF  FELLOWS 

In  addition  to  these  practical  considerations,  the  individual 
should  never  forget  that  one  of  the  greatest  satisfactions  in  a 
professional  man's  life  is  the  knowledge  that  he  has  won  the 
respect  and  good  opinion  of  his  fellow  practitioners.  This,  too, 
to  be  sure,  is  not  without  practical  advantages.  The  late  Colonel 
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Robert  H.  Montgomery,  one  of  the  great  leaders  of  the  account- 
ing profession  in  the  United  States,  wrote  in  his  memoirs:* 

...  It  is  far  easier  to  rise  in  one's  trade  or  profession  by  at- 
tendance at  meetings  and  by  friendly  intercourse  with  those 
in  the  same  line  as  ourselves  than  in  any  other  way.  I  took  the 
easy  way  and  for  many  years  went  to  every  meeting  of  account- 
ants I  could  possibly  attend.  And  often  it  meant  giving  up  de- 
sirable social  functions.  Mingling  with  one's  competitors,  being 
able  to  call  many  of  them  friends,  is  to  me  an  undiluted  pleas- 
ure. Recently  I  felt  rather  happy  when  I  read  this  by  Rudyard 
Kipling:  "Recognition  by  one's  equals  and  betters  in  one's  own 
country  is  a  reward  of  which  a  man  may  be  unashamedly 
proud." 

Certified  public  accountants  who  are  respected  and  trusted 
by  their  colleagues  are  spoken  well  of  at  social  gatherings  by 
other  certified  public  accountants  mingling  with  businessmen. 
Those  who  enjoy  a  good  reputation  are  likely  to  be  called  into 
consultation,  or  to  have  work  referred  to  them  by  fellow  practi- 
tioners. 


Sec.    98  —  DEBT  TO  ONE'S  PROFESSION 

Finally,  there  is  an  obligation,  which  all  civilized  people  ac- 
knowledge, that  the  individual  shall  contribute  to  the  groups 
from  membership  in  which  he  has  derived  benefit.  Francis 
Bacon's  classic  expression  is  frequently  quoted: 

I  hold  every  man  to  be  a  debtor  to  his  profession;  from  the 
which  as  men  of  course  do  seek  to  receive  countenance  and 
profit,  so  ought  they  of  duty  to  endeavor  themselves  by  way  of 
amends  to  be  a  help  and  ornament  thereunto. 

*Robert  H.  Montgomery,  Fifty  Years  of  Accountancy,  privately  printed  by  the 
Ronald  Press  Company,  1939,  page  6.1. 
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All  this  leads  to  the  conclusion  that  a  certified  public  account- 
ant's relations  with  his  fellow  practitioners  should  be  based  on 
fair  play,  courtesy,  mutual  respect  and  a  sense  of  fraternity. 


SeC.    99  —  SOLICITATION    OF    CLIENTS   OF    OTHERS 

Rule  Number  7,  prohibiting  solicitation,  has  already  been  dis- 
cussed in  Chapter  4  (see  page  70),  but  this  rule  also  has  a  direct 
bearing  on  relations  with  fellow  practitioners.  The  rule  reads 
as  follows: 

7.  A  member  shall  not  directly  or  indirectly  solicit  clients  by 
circulars  or  advertisements,  nor  by  personal  communication  or 
interview,  not  warranted  by  existing  personal  relations,  and 
he  shall  not  encroach  upon  the  practice  of  another  public  ac- 
countant. A  member  may  furnish  service  to  those  who  request  it. 

One  major  purpose  of  this  rule  is  obviously  to  preserve 
harmony  within  the  profession.  There  is  nothing  which  so  dis- 
turbs a  professional  man  as  to  find  that  his  client  has  been 
approached  by  another.  This  irritation  does  not  spring  entirely 
from  mercenary  motives.  It  comes  also  from  hurt  pride,  and  is 
the  more  disturbing  therefor.  The  relations  between  a  certified 
public  accountant  and  his  client  are  personal  and  friendly, 
based  on  mutual  confidence  and  respect.  The  interloper  who 
tries  to  break  such  a  relationship,  and  supplant  the  CPA  who 
enjoys  it,  may  be  sure  of  the  latter's  unfriendly  reaction. 

Solicitation  causes  enmity,  and  the  organized  profession  is 
fully  justified  in  stamping  it  out  in  the  interests  of  the  group  as 
a  whole.  Discord  endangers  unity,  and  the  individual  who 
would  create  it  must  be  restrained  for  the  sake  of  the  welfare  of 
the  whole. 

The  meaning  of  the  phrase  "not  warranted  by  existing  per- 
sonal relations"  has  been  discussed  in  Chapter  4,  page  74. 
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The  final  sentence  of  Rule  Number  7  says: 

A  member  may  furnish  service  to  those  who  request  it. 

This  is  consistent  with  the  principle  that  clients  shall  have  the 
right  to  choose  their  own  certified  public  accountant  and  to 
change  professional  advisers  if  they  so  desire. 


Sec.    100  —  COMMUNICATION  WITH  PREDECESSOR  IN 
AN  ENGAGEMENT 

When  one  certified  public  accountant  succeeds  another  on  an 
engagement,  however,  it  has  long  been  regarded  as  good  man- 
ners for  the  successor  to  communicate  with  his  predecessor. 
Such  communication  may  serve  to  avoid  any  suspicion  that  the 
successor  had  solicited  the  engagement.  More  important,  com- 
munication between  the  two  may  suggest  to  the  succeeding 
practitioner  why  the  change  is  being  made,  particularly  whether 
the  predecessor  has  been  under  pressure  to  do  anything  im- 
proper, or  has  information  which  the  client  hopes  the  new 
appointee  will  not  acquire. 

In  the  May  1955  issue  of  The  Journal  of  Accountancy,  Ed- 
ward J.  McDevitt,  the  chairman  of  the  Institute's  committee  on 
professional  ethics,  pointed  out  in  a  short  article*  that  the  Insti- 
tute of  Chartered  Accountants  in  England  and  Wales  had 
adopted  a  requirement  that  a  member  succeeding  to  an  engage- 
ment must  communicate  with  the  previous  auditor.  Mr.  Mc- 
Devitt said,  in  part: 

It  is  doubtful  that  the  members  of  the  American  Institute  of 
Accountants  would  favor  amplification  of  the  Rules  of  Profes- 
sional Conduct  to  make  it  mandatory  to  communicate  with  a 
previous  accountant  before  accepting  an  appointment  as  his 

♦"Ethics  and  a  Change  of  Auditors:  A  Summary  of  British-U.  S.  Views,"  The 
Journal  of  Accountancy  (May  1955),  page  47. 
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successor.  Nevertheless,  our  professional  standards  could  be 
raised  in  this  direction  by  a  campaign  of  education  that  would 
urge  mutual  courtesy,  and  provide  protection  of  professional 
standards  by  making  it  difficult  for  clients  to  reduce  standards 
and  fees  by  changing,  or  threatening  to  change,  auditors.  Per- 
haps some  kind  of  memorandum  could  be  prepared  which 
would  set  down  common  principles  of  good  manners  for  our 
profession— a  profession  which  is  constantly  striving  to  improve 
its  standards. 


In  its  October  1955  report,  the  Institute's  committee  on 
professional  ethics  raised  the  question  for  consideration  of 
Council  whether  there  should  be  a  Rule  of  Professional  Conduct 
requiring  notification  of  existing  accountants  by  a  firm  engaged 
to  succeed  them  on  an  accounting  engagement.  This  matter  will 
undoubtedly  receive  further  study. 


Sec.    101  —  COMPETITIVE    BIDDING 

Rule  Number  15  relating  to  competitive  bidding  has  already 
been  discussed  fully  in  Chapter  4  (see  page  76).  However,  it 
also  has  a  bearing  on  relations  with  fellow  practitioners,  since 
competitive  bidding  is  a  form  of  solicitation.  The  reasoning 
supporting  the  rule  against  one  applies  equally  to  the  rule 
against  the  other. 

It  is  pertinent  that  it  is  under  the  title  "The  Lawyer's  Obliga- 
tions and  Relations  to  Other  Lawyers"  that  Drinker  places  the 
subjects  of  advertising  and  solicitation,  and  also  says: 

A  lawyer  may  not  properly  make  a  competitive  bid  for  pro- 
fessional service.* 

♦Drinker,  Legal  Ethics,  page  191. 
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Sec.    102  —  OFFERS  TO  EMPLOYEES  OF  OTHERS 

Rule  Number  8  of  the  Rules  of  Professional  Conduct  reads  as 
follows: 

8.  Direct  or  indirect  offer  of  employment  shall  not  be  made  by 
a  member  to  an  employee  of  another  public  accountant  without 
first  informing  such  accountant.  This  rule  shall  not  be  con- 
strued so  as  to  inhibit  negotiations  with  anyone  who  of  his  own 
initiative  or  in  response  to  public  advertisement  shall  apply  to 
a  member  for  employment. 

The  strength  of  an  accounting  firm  lies  in  its  personnel- 
partners  and  staff.  A  well-trained  staff  assistant  is  highly  valued 
and  is  difficult  to  replace.  If  another  firm  of  accountants  should 
wish  to  secure  the  services  of  such  a  man  by  offering  a  higher 
salary  or  other  inducements,  the  least  the  present  employer  is 
entitled  to  is  sufficient  advance  notice  to  discuss  the  matter  with 
the  employee,  and  to  attempt  to  retain  him  if  this  is  desired.  It 
is,  therefore,  a  principle  of  common  courtesy  and  fair  dealing 
which  is  expressed  in  Rule  Number  8. 

Some  staff  assistants  have  complained  that  the  rule  favors 
employers,  and  impedes  those  on  the  staff  who  wish  to  improve 
their  positions.  They  say  that  a  man  cannot  seek  a  better  job 
without  jeopardizing  the  job  he  holds,  since  the  present  em- 
ployer may  resent  the  desire  of  a  staff  man  to  leave,  and  the 
prospective  employer  will  be  reluctant  even  to  negotiate  with 
him  until  the  present  employer  has  been  notified.  This  is  not 
required  by  Rule  Number  8,  although  it  is  quite  usual,  since 
the  prospective  employer  naturally  desires  not  to  give  offense  to 
a  fellow  practitioner. 

The  plain  truth  of  the  matter,  however,  is  that  secrecy  in 
human  relations  provokes  ill  will.  It  is  better  to  be  frank.  Last- 
ing enmities  arise  from  incidents  which  allow  one  man  to  think 
he  has  been  deceived  by  others. 
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A  staff  accountant  who  has  confidence  in  his  ability  should 
not  worry  about  making  a  living.  He  can  afford  to  be  independ- 
ent, and  there  is  no  trait  which  he  can  develop  to  better  ad- 
vantage for  a  career  in  the  profession  of  accounting. 

Therefore,  a  staff  man  who  is  dissatisfied  with  his  progress 
should  first  tell  his  employer  and  learn  the  reason  why.  The 
employee  may  be  convinced  by  the  discussion  that  the  fault  is 
partly  his  own,  and  may  discover  how  to  overcome  it.  If  not, 
he  is  a  free  man,  and  he  should  not  lack  the  courage  to  say  that 
he  intends  to  look  for  a  better  job.  If  the  employer  resents  this 
frankness  it  is  to  his  discredit,  and  stamps  him  as  a  narrow  man. 
His  resentment  will  not  prevent  any  other  certified  public  ac- 
countant from  offering  employment  to  the  staff  man.  All  a 
prospective  employer  will  insist  upon  is  that  the  present  em- 
ployer shall  have  been  put  on  notice  of  the  staff  man's  intention. 

Rule  Number  8  is  not  intended  to  bind  staff  assistants  to  their 
jobs,  and  does  not  in  fact  do  so.  It  is  intended  to  avoid  ill  will 
among  members  of  the  profession,  and  thus  to  strengthen  its 
unity,  to  the  advantage  of  all  its  members.  The  rule  is  also 
intended  to  warn  the  occasional  less  scrupulous  practitioner  that 
he  may  not  with  impunity  try  to  lure  staff  assistants  from  their 
present  employers,  who  may  have  taught  them  all  that  now 
makes  them  valuable.  If  a  staff  assistant  of  his  own  initiative 
wishes  to  change  jobs,  Rule  Number  8  places  no  barriers  in  his 
way. 
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INDIRECT  OFFER  OF  EMPLOYMENT 

An  accounting  firm  ran  a  classified  ad  offering  employment  to 
accountants  and  directing  applicants  to  write  to  a  box  number. 
The  ad  stated  that  no  references  would  be  checked  until  after 
the  firm's  representative  had  met  the  applicant  and  that  all 
confidences  would  be  respected.  The  committee  found  no  vio- 
lation in  this  ad. 
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Sec.    103  —  REFERRALS  AND  FORWARDING  FEES 

It  has  already  been  pointed  out  in  Chapter  5  (see  page  104) 
that  Rule  Number  6  of  the  Rules  of  Professional  Conduct  per- 
mits a  member  of  the  Institute  to  assume  responsibility  for  work 
done  by  another  certified  public  accountant  to  whom  he  may 
have  referred  such  work. 

In  such  cases,  the  one  who  does  the  work  may  be  compensated 
by  the  certified  public  accountant  who  referred  it,  in  any  man- 
ner which  is  mutually  agreeable,  probably  at  regular  rates. 

Sometimes,  however,  the  referred  engagement  is  of  such 
magnitude  and  completeness  in  itself  that  the  certified  public 
accountant  performing  the  work  may  submit  his  bill  directly  to 
the  client.  In  such  a  case,  the  certified  public  accountant  who 
did  the  work  may  send  the  one  who  referred  it  what  is  known 
as  a  "forwarding  fee." 

Such  arrangements  are  fairly  common  among  law  firms,  but 
the  understanding  prevails  among  lawyers  that  forwarding  fees 
shall  be  reasonable. 

A  forwarding  fee  should  not  be  so  great  as  to  allow  an  ab- 
normally small  margin  of  profit  to  the  firm  actually  doing  the 
work.  That  firm  should  have  the  proper  professional  interests 
and  the  feeling  of  responsibility. 

The  CPA  Handbook*  says  that  among  lawyers  referral  fees 
are  usually  one-third  the  amount  billed  the  client.  Among 
accountants  the  rate  appears  to  be  much  lower.  Where  there  is 
a  substantial  amount  of  referral  from  one  firm  to  another,  the 
rate  is  as  low  as  15  per  cent. 

As  indicated  in  Chapter  8  (see  page  181),  many  certified 
public  accountants  do  not  approve  forwarding  fees,  some  con- 
sidering such  fees  an  additional  charge  to  the  client  for  which 
no  additional  professional  service  is  received. 

*The  CPA  Handbook,  Chapter  12,  page  17. 
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Sec.   104  —  UNCOMPLIMENTARY  ALLUSIONS  TO  FELLOW  PRACTITIONERS 

In  its  October  1955  report,  the  Institute's  committee  on  pro- 
fessional ethics  raised  the  question  for  the  consideration  of  the 
Council  whether  it  should  not  be  considered  a  breach  of  profes- 
sional conduct  for  a  member  of  the  Institute  to  speak  unfavor- 
ably of  a  colleague.  This  question  will  undoubtedly  receive 
further  study. 

The  rules  of  ethics  of  some  professional  organizations  do 
contain  admonitions  against  uncomplimentary  allusions  to 
fellow  practitioners. 

It  is  a  common  human  impulse  to  build  oneself  up  by  tearing 
down  the  other  fellow. 

For  reasons  outlined  at  the  beginning  of  this  chapter,  how- 
ever, it  is  peculiarly  important  to  a  profession  that  good  relations 
between  its  practitioners  be  maintained.  Uncomplimentary  re- 
marks are  very  often  carried  back  to  the  person  who  is  their 
object,  and  bad  feeling  is  the  result.  Repayment  in  kind  is  not 
unlikely. 

The  person  who  makes  an  uncomplimentary  remark  about  a 
fellow  practitioner  often  fails  to  realize  that  he  may  lose  stand- 
ing in  the  eyes  of  the  person  to  whom  he  makes  the  remark. 
Criticizing  competitors  is  not  generally  expected  of  people  who 
claim  professional  stature,  and  may  hurt  the  critic  more  than 
the  object  of  his  criticism. 


Sec.    IO5  —  RELATIONS  WITH  STAFF  ACCOUNTANTS 

Staff  accountants  employed  by  certified  public  accountants  are 
also  fellow  practitioners,  although  they  may  not  yet  be  CPAs 
themselves.  Staff  accountants  are  therefore  entitled  to  the  same 
fair  dealing,  goodwill  and  respect  which  the  certified  public 
accountant  owes  to  other  members  of  his  profession. 
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Beyond  this,  however,  it  has  always  been  assumed  that  a 
professional  man  has  certain  ethical  responsibilities  toward  his 
staff  assistants,  mainly  in  training  them  and  assisting  them  to 
become  qualified  as  accredited  members  of  the  profession. 

In  the  old  days  the  principal  method  of  training  for  quali- 
fication as  an  accredited  member  of  a  profession  was  through  the 
apprenticeship  route.  In  the  British  Commonwealth  that  is  still 
the  accepted  route  through  which  to  become  a  chartered  ac- 
countant. The  employer  to  whom  an  apprentice  is  "articled" 
assumes  definite  responsibilities  for  the  training  of  the  ap- 
prentice. 

In  the  United  States  this  responsibility  has  become  less 
sharply  defined,  since  the  universities  have  taken  over  a  large 
part  of  the  task  of  preparation  for  entrance  into  the  accounting 
profession. 

It  may  be  assumed,  however,  that  an  employer  does  have 
some  responsibility,  within  reasonable  limits,  to  enable  his  staff 
accountant  to  obtain  as  diverse  experience  as  the  practice  per- 
mits, to  arrange  his  work  so  that  he  can  prepare  for  the  CPA 
examination,  to  give  him  the  benefit  of  the  employer's  knowl- 
edge and  experience  insofar  as  practicable,  and  above  all,  to 
treat  him  as  though  he  were  a  member  of  the  profession,  though 
admittedly  a  junior  one,  instead  of  merely  a  "hired  hand." 

The  Hippocratic  oath,  the  foundation  of  the  ethical  tradition 
of  the  medical  profession,  includes  the  following  passage,  in 
which  the  responsibility  to  perpetuate  the  art  by  training  the 
young  is  emphasized: 


I  will  look  upon  him  who  shall  have  taught  me  this  Art  even 
as  one  of  my  parents.  I  will  share  my  substance  with  him,  and 
I  will  supply  his  necessities,  if  he  be  in  need.  I  will  regard  his 
offspring  even  as  my  own  brethren,  and  I  will  teach  them  this 
Art,  if  they  would  learn  it,  without  fee  or  covenant.  I  will  im- 
part this  Art  by  precept,  by  lecture  and  by  every  mode  of  teach- 
ing, not  only  to  my  own  sons  but  to  the  sons  of  him  who  has 
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taught  me,  and  to  disciples  bound  by  covenant  and  oath,  ac- 
cording to  the  Law  of  Medicine. 

In  its  1955  report,  the  Institute's  committee  on  professional 
ethics  raised  the  question  whether  the  committee  should  issue  a 
statement  on  the  ethical  responsibility  of  members  in  public 
practice  to  train  their  employees.  This  subject  will  doubtless 
receive  further  study. 

Aside  from  the  ethics  of  any  particular  profession,  under 
modern  business  standards  employers  of  all  kinds  are  expected 
not  only  to  grant  fair  compensation  and  provide  good  working 
conditions,  with  reasonable  working  hours  and  vacations,  but 
also  to  let  employees  know  how  they  are  progressing  and  what 
they  may  expect  in  the  way  of  advancement. 

A  certified  public  accountant  should  not  stand  in  the  way  of  a 
staff  accountant  who  has  an  opportunity  to  improve  his  position. 
He  should  not  permit  a  staff  accountant  to  work  for  him  indefi- 
nitely if  the  employer  knows  that  he  is  not  likely  to  advance  any 
further,  without  discussing  the  matter  with  the  employee.  Many 
certified  public  accountants  help  their  staff  accountants  to 
obtain  positions  with  clients  if  the  employer  does  not  feel  that 
the  staff  accountant  is  likely  to  become  a  partner. 

Good  relations  with  staff  accountants,  like  good  relations  with 
other  people,  enrich  the  lives  of  practicing  certified  public  ac- 
countants, and  pay  handsome  dividends  as  well. 


Opinion  of  Institute's  Committee  on  Ethics 

NONCERTIFIED   EMPLOYEES 

A  member  firm  may  permit  a  non-CPA  employee  to  have  his 
name  imprinted  on  the  firm's  business  card  with  the  notation 
that  he  is  associated  with  the  firm. 


Chapter  10 

FORMS     OF     ORGANIZATION 
AND     DESCRIPTION 


THERE  are  several  rules  of  professional  conduct  and  au- 
thoritative opinions  bearing  on  forms  of  organization  and 
descriptions  of  accounting  firms,  and  the  manner  in  which  the 
practice  may  be  properly  carried  on. 

Some  of  these  rules  have  been  mentioned  elsewhere  in  this 
book,  but  it  seems  desirable  to  bring  them  together  in  one  place 
for  convenience  of  reference. 


Sec.    106  —  PRACTICE  IN  CORPORATE  FORM  FORBIDDEN 

Rule  Number  11  prohibits  practice  in  the  corporate  form.  It 
reads  as  follows: 

11.  A  member  shall  not  be  an  officer,  director,  stockholder,  rep- 
resentative, or  agent  of  any  corporation  engaged  in  the  practice 


199       Forms  of  Organization  and  Description 

of  public  accounting  in  any  state  or  territory  of  the  United 
States  or  the  District  of  Columbia. 

Having  imposed  upon  its  members  numerous  important 
responsibilities  to  clients  and  to  the  public,  the  profession  has 
found  it  necessary  to  prohibit  evasion  of  responsibility  by  prac- 
tice of  the  profession  in  a  corporate  form  of  organization. 

A  corporation  may  be  sued  for  damages,  but  the  liability  of  its 
stockholders  is  limited  by  law.  Certified  public  accountants  who 
formed  a  corporation  for  the  practice  of  their  profession  might 
be  tempted  (or,  equally  important,  the  public  might  suspect 
that  they  might  be  tempted)  to  take  risks  which  they  would  not 
assume  if  they  were  personally  fully  responsible  for  their  acts. 
Certification  of  financial  statements  by  a  corporation  whose 
employees  had  audited  the  accounts  would  be  inconsistent  with 
the  fundamental  concepts  of  professional  relationship  and 
responsibility. 

Again,  a  corporation  is  impersonal.  The  public  does  not  al- 
ways know  who  the  principal  stockholders  are.  The  officers 
might  be  certified  public  accountants  and  the  staff  might  consist 
entirely  of  experienced  and  able  auditors,  but  the  controlling 
stockholder  might  be  a  layman,  whose  major  interest  was  finan- 
cial gain.  He  would  stand  wholly  outside  the  jurisdiction  of  the 
professional  accounting  societies  or  other  authorities  which 
have  disciplinary  power  over  certified  public  accountants  under 
law.  Free  from  professional  control,  such  a  stockholder  might 
nevertheless  be  in  a  position  to  dictate  the  policies  of  the  cor- 
porate accounting  firm.  If  such  conditions  were  prevalent,  the 
whole  idea  of  accounting  as  a  profession  might  as  well  be  aban- 
doned. In  spite  of  all  protestations  the  public  would  recognize 
it  as  a  business,  and  rightly  so. 

Sec.    107  —  PARTNERSHIPS  AND  PARTNERSHIP  STYLES 

Partnership  is  the  approved  form  of  organization  in  which  more 
than  one  member  of  a  profession  may  practice  in  association. 
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A  certified  public  accountant  may  not  form  a  partnership  with 
"laymen"  to  engage  in  the  practice  of  public  accounting  without 
violating  Rule  Number  3,  which  prohibits  participation  in  the 
fees  or  profits  of  professional  work  by  the  "laity."  As  already 
mentioned  in  Chapters  6  and  7,  however  (see  pages  136  and 
153),  the  term  "laity"  has  not  been  defined.  It  is  uncertain 
whether  it  would  be  held  to  include  a  member  of  another  pro- 
fession, such  as  a  lawyer  or  an  engineer. 

Up  to  now,  Rule  Number  3  has  not  been  invoked  against 
partnerships  between  certified  public  accountants  and  public 
accountants  not  certified.  In  about  half  the  states,  where  regu- 
latory accounting  legislation  does  not  exist,  anyone  may  legally 
call  himself  a  public  accountant  who  desires  to  do  so.  In  the 
"regulatory"  states  persons  engaged  in  practice  as  public  ac- 
countants must  be  licensed  and  subject  to  Rules  of  Professional 
Conduct. 

In  its  October  1955  report,  the  Institute's  committee  on  ethics 
raised  the  question  whether  the  formation  of  partnerships  with 
noncertified  public  accountants  should  be  forbidden  in  the 
future  (that  is,  without  interfering  with  partnerships  in  exist- 
ence at  the  time  the  rule  was  adopted).  This  question  will  doubt- 
less have  further  study. 

A  member  of  the  Institute  in  partnership  with  one  who  is  not 
a  member  would  certainly  be  held  responsible  for  any  breach 
of  the  Rules  of  Professional  Conduct  by  the  partnership  or  by 
the  nonmember  partner.  The  committee  on  professional  ethics 
and  the  Trial  Board  have  ruled  on  this  question  on  a  number  of 
occasions. 

A  partnership  may  designate  itself  by  the  names  of  some  or  all 
of  the  members  of  the  partnership  as,  for  example,  "Smith,  Jones 
and  Brown,"  or  it  may  include  in  the  partnership  name  the 
names  of  one  or  more  of  the  partners  together  with  the  designa- 
tion "&  Co.,"  for  example,  "Smith,  Jones  &  Co."  It  has  been  said 
that  the  origin  of  the  "&  Co."  device  was  "and  Copartnership," 
rather  than  "and  Company,"  though  the  latter  is  now  generally 
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assumed.  Occasionally  partnerships  adopt  varying  designations 
such  as  "The  John  Smith  Company"  or  "Smith  and  Associates." 
There  has  been  no  objection  to  such  variants. 

However,  the  Institute's  committee  on  professional  ethics  has 
held  that  the  name  of  a  firm  of  practicing  certified  public  ac- 
countants should  denote  a  personal  association,  and  should  not 
adopt  for  its  name  any  nonpersonal  or  misleading  title  such  as 
"Unique  Audit  Company." 
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LIMITED  PARTNERSHIP 

When  a  member  wished  to  become  a  limited  partner  of  his 
present  firm,  the  committee  said  it  might  be  possible  to  work 
out  such  an  arrangement  legally,  but  the  public  could  hardly 
be  expected  to  inquire  into  the  details  of  every  partnership 
arrangement  to  determine  the  relative  liability  of  the  individual 
partners  with  respect  to  certificates  issued  by  the  firm.  It  would 
be  better  for  the  partner  to  sever  his  connections  with  the  firm 
and  make  some  arrangement  to  render  consulting  services  on 
a  fee  basis. 

LIMITED  PARTNERSHIP 

The  committee  disapproved  listing  on  a  member  firm's  letter- 
head the  names  of  persons  formerly  connected  with  the  firm, 
as  "limited"  partners.  Such  a  practice  may  lead  others  to  believe 
they  are  liable  as  active  partners.  Even  if  a  state  law  permits 
limited  partnerships,  the  committee  thought  it  would  not  be 
proper  for  a  member  firm  to  avail  itself  of  this  privilege. 

CPA'S  CERTIFICATION  OF  NON-CPA  FIRM'S  REPORT 

When  a  CPA  is  the  only  certified  member  of  an  accounting 
firm,  he  should  simply  indicate  his  professional  designation  be- 
low his  signature  on  the  report  and  avoid  giving  the  reader  the 
impression  that  the  firm  is  composed  entirely  of  CPAs. 
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LETTERHEADS 

There  is  no  objection  to  listing  the  name  of  a  non-partner 
non-CPA  on  a  firm's  letterhead,  so  long  as  it  is  made  clear  that 
he  is  neither  a  partner  nor  a  CPA. 

EMPLOYMENT  BY  NON-CPA 

Financial  statements  based  on  audits  made  by  a  CPA  employed 
by  a  non-CPA  firm  may  not  be  signed  by  him  in  behalf  of  the 
firm.  If  he  becomes  a  partner,  he  may  then  sign  as  a  member 
of  the  firm  and  as  a  CPA. 

RESPONSIBILITY  FOR  NON-CPA 

A  CPA  who  has  formed  a  partnership  with  a  noncertified 
public  accountant  is  ethically  responsible  for  all  the  acts  of  the 
partnership.  In  other  words,  if  his  noncertified  partner  should 
violate  the  Rules  of  Professional  Conduct,  the  CPA  would  be 
held  accountable. 

DUAL  PARTNERSHIPS 

John  Doe  and  Thomas  Brown  wished  to  form  two  partnerships, 
one  in  the  former's  city,  to  be  known  as  John  Doe  and  Com- 
pany, and  the  other  in  the  latter's  city,  to  be  known  as  Thomas 
Brown  and  Company.  Nothing  in  the  Institute's  by-laws  or 
Rules  of  Professional  Conduct  would  prohibit  the  formation 
of  the  two  proposed  partnerships,  though  it  was  suggested  that 
it  would  be  desirable  to  have  both  names  in  the  partnership 
title,  which  might  be  Doe  and  Brown  in  Doe's  city  and  Brown 
and  Doe  in  Brown's  city. 


Sec.    108 —  DESCRIPTION  OF  PARTNERSHIPS 

The  designation  "certified  public  accountants"  may  be  used 
in  conjunction  with  a  firm  name  if  all  the  partners  are  certified 
public  accountants  of  the  state  in  which  the  firm  practices.  If 
some  are  certified  in  one  state  and  some  in  another,  then  the  laws 
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of  the  state  in  which  the  practice  is  being  carried  on  should  be 
consulted— provisions  differ  among  the  several  states. 

If  all  the  partners  of  the  firm  are  members  of  the  American 
Institute  of  Accountants,  the  designation  "Members  of  the 
American  Institute  of  Accountants"  may  be  used  in  conjunc- 
tion with  the  firm  name. 

Rule  Number  1  of  the  Institute's  Rules  of  Professional  Con- 
duct reads  as  follows: 


1.  A  firm  or  partnership,  all  the  individual  members  of  which 
are  members  of  the  Institute,  may  describe  itself  as  "Members 
of  the  American  Institute  of  Accountants,"  but  a  firm  or  part- 
nership, not  all  the  individual  members  of  which  are  members 
of  the  Institute,  or  an  individual  practicing  under  a  style  de- 
noting a  partnership  when  in  fact  there  be  no  partner  or  part- 
ners, or  a  corporation,  or  an  individual  or  individuals  practic- 
ing under  a  style  denoting  a  corporate  organization  shall  not 
use  the  designation  "Members  of  the  American  Institute  of 
Accountants." 


If  some  of  the  partners  are  members  of  the  Institute  and 
others  are  not,  the  designation  "Members  of  the  American 
Institute  of  Accountants"  may  not  be  used  in  conjunction  with 
the  firm  name,  but  the  names  of  the  individual  partners  who  are 
members  may  be  listed  in  the  corner  of  the  letterhead  with  the 
designation  "Member,  American  Institute  of  Accountants"  fol- 
lowing each  name  as  appropriate. 

Occasionally  a  firm  may  wish  to  show  on  its  letterhead  the 
names  of  certified  public  accountants  with  the  firm  who  are  not 
partners.  The  Institute's  committee  on  professional  ethics  has 
approved  the  listing  of  both  partners  and  staff,  provided  the 
partners  are  shown  first  in  order,  followed  by  a  line  to  separate 
them  from  members  of  the  staff  who  may  be  named.  In  this  way, 
the  public  is  put  on  notice  that  those  below  the  line  have  a 
status  other  than  that  of  partner. 
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DUAL  PRACTICE 

When  a  certified  public  accountant  becomes  a  member  of  a 
firm  of  public  accountants,  all  other  members  of  which  are  non- 
certified,  he  may,  without  violation  of  the  Institute's  Rules  of 
Professional  Conduct,  retain,  for  himself  only,  a  practice  on  his 
own  account.  However,  clients  and  others  interested  should 
be  advised  as  to  the  dual  position  of  the  certified  public  ac- 
countant, to  prevent  any  misunderstanding  or  misrepresenta- 
tion. 

LETTERHEADS 

The  committee  on  professional  ethics  saw  no  objection  on 
ethical  grounds  to  any  of  the  following  letterheads  suggested 
by  a  firm  comprised  of  a  CPA  and  a  non-CPA:  "Accounting 
Offices— Doe  and  Roe,"  "Accounting  Firm— Doe  and  Roe,"  or 
"Doe  and  Roe— Public  Accountants." 


Sec    IO9  — INDIVIDUAL   PRACTICE 

It  is  entirely  appropriate  for  a  certified  public  accountant  to 
practice  as  an  individual  under  his  own  name.  He  may  of  course 
have  as  many  staff  assistants  as  he  cares  to  employ. 

Some  certified  public  accountants  do  not  consider  it  appro- 
priate for  an  individual  to  practice  under  a  style  denoting  a 
partnership,  such  as  "Smith  and  Co."  The  Institute's  Rules  of 
Professional  Conduct  do  not  prohibit  such  designations  by  indi- 
viduals, and  it  is  believed  that  they  are  not  uncommon. 

However,  Treasury  Department  Circular  No.  230  contains  a 
provision,  which  would  apply  to  certified  public  accountants 
enrolled  to  practice  before  the  Treasury  Department  as  agents, 
to  the  effect  that  no  enrolled  agent  may  use  a  firm  name  indicat- 
ing a  partnership  when  in  fact  he  is  practicing  as  a  sole  pro- 
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prietor,  but  must  use  his  legal  name  in  the  conduct  of  his 
professional  practice. 

Rule  Number  1  quoted  above  prohibits  the  use  of  the  desig- 
nation "Members  of  the  American  Institute  of  Accountants"  by 
an  individual  practicing  under  a  style  denoting  a  partnership 
when  in  fact  there  be  no  partner  or  partners.  Under  the  laws 
of  most  states  the  same  rule  would  apply  to  the  use  of  the  desig- 
nation "Certified  Public  Accountants." 

A  member  practicing  as  an  individual  may,  of  course,  use  the 
singular  forms  of  description,  "Member,  American  Institute  of 
Accountants"  and  "Certified  Public  Accountant." 


Sec.    HO  —  FIRM  NAMES  INCLUDING  NAMES  OF  DECEASED  PARTNERS 

The  question  occasionally  arises  whether  it  is  proper  for  sur- 
viving partners  to  continue  practice  under  a  firm  name  contain- 
ing names  of  partners  no  longer  members  of  the  firm.  The 
Council  of  the  Institute  has  answered  this  question  unequivocal- 
ly. It  adopted  the  following  resolution  at  a  meeting  in  October 

1943: 

Whereas,  The  American  Institute  of  Accountants  committee 
on  state  legislation  has  requested  the  Council  of  the  Institute 
for  an  expression  of  opinion  as  to  the  Institute's  policy  toward 
legislative  proposals  which  would  prevent  continuation  of  a 
firm  name  containing  the  names  of  former  partners  who  have 
died  or  who  have  withdrawn  from  the  partnership,  and 

Whereas,  Said  Council  of  the  American  Institute  of  Account- 
ants believes  it  desirable  that  the  policy  of  the  Institute  on  this 
question  be  recorded; 

Now  Therefore  Be  It  Resolved,  That  in  the  opinion  of  the 
Council  of  the  American  Institute  of  Accountants  neither  the 
public  interest  nor  the  interest  of  the  accounting  profession 
as  a  whole  would  be  served  by  legislation  preventing  the  use 
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by  public  accounting  firms  of  firm  names  or  titles  which  contain 
the  names  of  partners  who  have  died  or  withdrawn  from  the 
firm;  and  be  it  further 

Resolved,  That  the  committee  on  state  legislation  be  instructed 
to  oppose  legislative  proposals  of  the  type  described  in  this 
resolution. 


Sec.    1 1 1  —  PURCHASE  OF  PRACTICE 

The  question  sometimes  arises  whether  there  is  any  objection  to 
the  purchase  by  a  certified  public  accountant  of  a  public  ac- 
counting practice  of  another. 

The  purchase  of  public  accounting  practices  has  been,  and 
continues  to  be,  a  generally  accepted  method  of  acquisition. 
There  has  been  no  intimation  by  any  of  the  professional  ac- 
counting societies  that  there  is  anything  unethical  about  it. 


Sec.    112  —  ASSOCIATION  WITHOUT  PARTNERSHIP 

There  is  nothing  in  the  Rules  of  Professional  Conduct  which 
would  prohibit  the  sharing  of  office  space  by  two  certified 
public  accountants  not  actually  in  partnership,  or  to  prohibit 
them  from  assisting  each  other  in  the  conduct  of  engagements 
from  time  to  time.  Such  arrangements,  however,  should  be  spe- 
cific, and  a  matter  of  record.  Each  CPA  should  be  compensated 
by  the  other  for  whatever  time  he  might  spend  in  assisting  the 
other. 

Loose  arrangements  of  this  sort  might  lead  to  violation  of 
Rule  Number  2,  which  states  that  a  member  shall  not  allow  any 
person  to  practice  in  his  name  who  is  not  in  partnership  with 
him,  or  in  his  employ   (see  Chapter  5,  page  103). 

Informal  association  of  a  certified  public  accountant  and  an 
accountant  who  is  not  a  CPA  might  also  lead  to  violation  of 
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Rule  Number  6,  which  states  that  a  member  shall  not  sign  a 
report  purporting  to  express  his  opinion  on  the  result  of  an 
examination  of  financial  statements,  unless  they  have  been  ex- 
amined by  him,  a  member  or  an  employee  of  his  firm,  a  member 
of  the  Institute,  a  member  of  a  similar  association  in  a  foreign 
country,  or  a  certified  public  accountant  of  a  state  or  territory 
of  the  United  States  or  the  District  of  Columbia. 


Opinions  of  Institute's  Committee  on  Ethics 

EMPLOYMENT  ARRANGEMENT  WITH  NON-CPA 

A  partnership  of  CPAs  may  enter  into  an  employment  arrange- 
ment with  a  non-CPA  and  still  designate  itself  as  CPAs,  pro- 
vided it  does  not  hold  out  the  non-CPA  as  a  partner  or  give 
him  authority  to  sign  reports  or  transact  business  in  that  capa- 
city. 

INDICATING  CORRESPONDENT  RELATIONSHIP 

There  is  no  objection  to  an  accounting  firm's  showing  on  its 
letterhead  the  cities  in  which  there  are  located  firms  with  which 
correspondent  relations  exist,  provided  such  relationship  is 
clearly  indicated. 

ASSOCIATION  OF  FIRMS 

When  three  CPA  partnerships  wished  to  form  an  association, 
each  firm  was  advised  to  use  its  own  name  on  its  letterhead,  in- 
dicating the  other  two  as  correspondents.  The  committee  on 
professional  ethics  looked  with  disfavor  upon  use  of  the  name 
"Brown,  White  &  Associates,"  since  it  might  mislead  the  public 
into  thinking  a  true  partnership  existed. 

JOINT  AUDIT  PROPOSALS 

Nothing  in  the  rules  would  prevent  several  accounting  firms 
from  submitting  a  joint  proposal  to  audit  the  accounts  of  a 
municipality  during  the  slack  season. 
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Sec.    113  — SIMULTANEOUS  OCCUPATIONS  (RULE  NUMBER  4) 

Rule  Number  4  reads  as  follows: 

4.  A  member  shall  not  engage  in  any  business  or  occupation 
conjointly  with  that  of  a  public  accountant,  which  is  incom- 
patible or  inconsistent  therewith. 

This  rule  is  of  ancient  lineage— ancient,  that  is,  in  the  history 
of  a  profession  which  has  less  than  a  century  of  organized  activ- 
ity behind  it. 

The  Royal  Charter  of  the  Institute  of  Chartered  Accountants 
in  England  and  Wales,  dated  May  1 1,  1880,  contains  a  provision 
that  no  member  shall  follow  any  business  or  profession  other 
than  that  of  a  public  accountant  or  some  business  which  in  the 
opinion  of  the  council  is  "incident  thereto  or  consistent  there- 
with." Undoubtedly  the  draftsmen  of  the  American  Institute 
of  Accountants'  earliest  rules  adapted  this  provision. 

It  is  a  sound  rule,  although  apparently  it  was  of  far  greater 
importance  in  the  early  days  of  the  profession  than  at  present. 
The  anonymous  author  of  The  Etiquette  of  the  Accountancy 
Profession  (Gee  &  Co.,  London,  1927)  says  that  prior  to  1880 
many  persons  were  in  practice  as  public  accountants  who  fol- 
lowed other  callings  which  by  no  stretch  of  the  imagination 
could  be  regarded  as  in  any  way  connected  with  public  account- 
ing. Among  these  callings  it  appears  that  those  of  auctioneer  and 
stockbroker  were  particularly  prevalent!  This  seems  incredible 
today,  but  it  throws  light  on  the  conditions  under  which  the 
accounting  profession  gained  its  foothold  in  the  economic  world. 

Quite  probably  many  of  the  early  accountants  had  at  first 
earned  a  living  in  some  commercial  or  financial  activity  which 
brought  them  an  acquaintance  with,  and  an  interest  in,  accounts. 

In  many  cases,  no  doubt,  this  interest  developed  into  a  major 
purpose,  and  the  business  which  had  been  the  main  source  of 
livelihood  became  of  secondary  importance.  The  same  circum- 
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stances  may  have  occurred  in  the  United  States,  although  prob- 
ably to  a  lesser  extent,  since  many  of  the  organizers  of  the  profes- 
sion here  had  been  trained  and  qualified  in  England,  and  were 
already  successful  public  accountants. 

At  any  rate,  while  Rule  Number  4  has  rarely  been  invoked 
in  the  past  twenty-five  years,  it  is  a  necessary  part  of  the  pattern 
of  professional  conduct  of  certified  public  accountants.  The 
professional  could  not  tolerate  participation  by  any  of  its  mem- 
bers in  another  vocation  of  a  kind  that  would  cast  doubt  on  their 
independence,  integrity  or  professional  attitude  as  certified 
public  accountants. 

One  can  easily  see  a  relationship  here  to  the  philosophy  which 
supports  the  rules  prohibiting  contingent  fees  and  financial 
interest  in  client  corporations,  and  the  general  disapproval  of 
simultaneous  service  as  auditor  and  director  of  a  corporation.  If 
it  would  impair  independence  to  have  a  financial  interest  in  the 
outcome  of  an  underwriting  of  securities,  for  example,  it  would 
be  no  less  incongruous  to  act  as  the  underwriter  or  the  salesman! 

A  secondary  objective  of  Rule  Number  4  was  undoubtedly  to 
protect  the  dignity  of  the  young  accounting  profession.  Activity 
as  a  real-estate  salesman,  for  example,  might  not  impair  one's 
independence  as  a  certified  public  accountant,  but  it  certainly 
would  not  enhance  the  public  recognition  of  the  certified  public 
accountant  as  a  professional  man. 

Reference  has  already  been  made  in  Chapter  7  (see  page 
147)  to  Rule  Number  15,  which  reads  as  follows: 

15.  A  member  of  the  American  Institute  of  Accountants  en- 
gaged in  an  occupation  in  which  he  renders  services  of  a  type 
commonly  rendered  by  public  accountants,  must  observe  the 
by-laws  and  Rules  of  Professional  Conduct  of  the  Institute  in 
the  conduct  of  that  occupation. 

This  means  that  regardless  of  whether  or  not  the  CPA  holds 
himself  out  as  engaged  in  the  practice  of  accounting,  a  member 
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engaged  in  any  other  occupation  in  which  he  renders  services  of 
a  type  commonly  rendered  by  public  accountants  (perhaps  tax 
services,  perhaps  management  services,  perhaps  bookkeeping,  or 
machine-accounting  services)  must  abide  by  the  Rules  of  Pro- 
fessional Conduct  of  the  Institute. 

Putting  Rule  Number  4  and  Rule  Number  15  together,  it  will 
be  seen  that  a  member  may  engage  in  the  practice  of  accounting 
and  may  simultaneously  engage  in  another  occupation  which 
is  not  incompatible  or  inconsistent  with  the  practice  of  public 
accounting.  In  that  other  occupation,  if  services  of  a  type  com- 
monly performed  by  public  accountants  are  not  offered,  there  is 
no  requirement  that  the  rules  of  the  Institute  must  be  obeyed. 

For  example,  if  a  partner  in  a  public  accounting  firm  were 
president  of  a  manufacturing  company  (which  was  not  audited 
by  the  public  accounting  firm)  there  would  be  no  objection  if 
the  products  of  the  manufacturing  company  were  advertised. 
Nor  would  there  be  any  other  objection  unless  the  member 
permitted  his  position  as  president  of  the  corporation  to  serve 
as  a  "feeder"  to  his  accounting  practice. 


Chapter  11 
CONCLUSION 


ANYONE  who  has  read  this  book  will  observe,  upon  re- 
flection, that  the  ingredients  of  "professional  ethics"  are 
many  and  varied.  It  is  also  apparent  that  the  aggregation  of 
principles,  rules,  admonitions  and  suggestions  which  go  under 
the  name  of  "professional  ethics"  is  a  living,  growing  body  of 
thought,  which  will  never  be  completed,  and  within  which  there 
will  always  be  ample  room  for  differences  of  opinion. 

In  a  sense  its  code  of  ethics  reveals  what  a  profession  thinks 
of  itself  and  its  place  in  society.  The  code  indicates  the  respon- 
sibilities which  the  profession  voluntarily  assumes,  the  impor- 
tance which  the  members  attach  to  their  own  work,  the  degree 
of  public  respect  to  which  they  think  they  are  entitled. 

The  rules  themselves  are  a  composite  of  idealism,  morality, 
social  psychology,  etiquette,  and  public  relations.  Their  pur- 
poses are  to  attract  public  confidence,  discourage  behavior  in- 
consistent with  the  image  of  a  profession,  and  show  the  mem- 
bers how  to  get  along  well  with  clients,  with  the  community, 
and  with  each  other. 
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In  other  words,  "professional  ethics"  is  a  subject  concerned 
with  human  conduct  and  human  relations.  As  society  becomes 
more  complex,  so  do  its  ideas  of  proper  human  behavior,  and 
the  professions  in  their  ethical  codes  will  inevitably  reflect  this 
growing  complexity. 

Let  no  one  be  discouraged,  therefore,  because  ethical  con- 
cepts are  inexact,  incomplete,  or  difficult  to  apply  to  specific 
situations.  Our  knowledge  of  human  behavior  generally  answers 
to  these  same  descriptions. 

The  only  ground  for  discouragement  is  a  tendency  on  the 
part  of  some  professional  practitioners  to  ignore  the  practical 
importance  of  the  rules  of  conduct— to  brush  them  aside  as 
"preaching"  remote  from  the  realities  of  life. 

There  is  no  more  vivid  reality  for  any  human  being  than  his 
relations  with  other  people.  When  "professional  ethics"  is  seen 
in  its  proper  light,  as  a  guide  to  behavior  which  will  lead  to 
pleasant  and  rewarding  relations  with  other  people,  it  will  be- 
come an  even  more  popular  subject  for  study. 


Rules  of 
Professional  Conduct 


AMERICAN     INSTITUTE 
OF    ACCOUNTANTS 

AS   REVISED   DECEMBER    19,    1950 


These  rules  of  conduct  supplement  the  disciplinary  clauses  of 
the  by-laws. 

1  A  firm  or  partnership,  all  the  individual  members  of  which  are 
members  of  the  Institute,  may  describe  itself  as  "Members  of 
the  American  Institute  of  Accountants,"  but  a  firm  or  partner- 
ship, not  all  the  individual  members  of  which  are  members  of 
the  Institute,  or  an  individual  practicing  under  a  style  denoting 
a  partnership  when  in  fact  there  be  no  partner  or  partners,  or  a 
corporation,  or  an  individual  or  individuals  practicing  under  a 
style  denoting  a  corporate  organization  shall  not  use  the  desig- 
nation "Members  of  the  American  Institute  of  Accountants." 

2  A  member  shall  not  allow  any  person  to  practice  in  his  name 
who  is  not  in  partnership  with  him  or  in  his  employ. 

3  Commissions,  brokerage,  or  other  participation  in  the  fees  or 
profits  of  professional  work  shall  not  be  allowed  directly  or  indi- 
rectly to  the  laity  by  a  member. 
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Commissions,  brokerage,  or  other  participation  in  the  fees, 
charges,  or  profits  of  work  recommended  or  turned  over  to  the 
laity  as  incident  to  services  for  clients  shall  not  be  accepted  di- 
rectly or  indirectly  by  a  member. 

4  A  member  shall  not  engage  in  any  business  or  occupation  con- 
jointly with  that  of  a  public  accountant,  which  is  incompatible 
or  inconsistent  therewith. 

5  In  expressing  an  opinion  on  representations  in  financial  state- 
ments which  he  has  examined,  a  member  may  be  held  guilty  of 
an  act  discreditable  to  the  profession  if 

a  he  fails  to  disclose  a  material  fact  known  to  him  which  is  not 
disclosed  in  the  financial  statements  but  disclosure  of  which 
is  necessary  to  make  the  financial  statements  not  misleading; 
or 

b  he  fails  to  report  any  material  misstatement  known  to  him  to 
appear  in  the  financial  statement;  or 

c  he  is  materially  negligent  in  the  conduct  of  his  examination 
or  in  making  his  report  thereon;  or 

d  he  fails  to  acquire  sufficient  information  to  warrant  expres- 
sion of  an  opinion,  or  his  exceptions  are  sufficiently  material 
to  negative  the  expression  of  an  opinion;  or 

e  he  fails  to  direct  attention  to  any  material  departure  from 
generally  accepted  accounting  principles  or  to  disclose  any 
material  omission  of  generally  accepted  auditing  procedure 
applicable  in  the  circumstances. 

6  A  member  shall  not  sign  a  report  purporting  to  express  his  opin- 
ion as  the  result  of  examination  of  financial  statements  unless 
they  have  been  examined  by  him,  a  member  or  an  employee  of 
his  firm,  a  member  of  the  Institute,  a  member  of  a  similar  associ- 
ation in  a  foreign  country,  or  a  certified  public  accountant  of  a 
state  or  territory  of  the  United  States  or  the  District  of  Columbia. 

7  A  member  shall  not  directly  or  indirectly  solicit  clients  by  circu- 
lars or  advertisements,  nor  by  personal  communication  or  inter- 
view, not  warranted  by  existing  personal  relations,  and  he  shall 
not  encroach  upon  the  practice  of  another  public  accountant.  A 
member  may  furnish  service  to  those  who  request  it. 

8  Direct  or  indirect  offer  of  employment  shall  not  be  made  by  a 
member  to  an  employee  of  another  public  accountant  without 
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first  informing  such  accountant.  This  rule  shall  not  be  construed 
so  as  to  inhibit  negotiations  with  anyone  who  of  his  own  initi- 
ative or  in  response  to  public  advertisement  shall  apply  to  a 
member  for  employment. 
9  Professional  service  shall  not  be  rendered  or  offered  for  a  fee 
which  shall  be  contingent  upon  the  findings  or  results  of  such 
service.  This  rule  does  not  apply  to  cases  involving  federal,  state, 
or  other  taxes,  in  which  the  findings  are  those  of  the  tax  authori- 
ties and  not  those  of  the  accountant.  Fees  to  be  fixed  by  courts  or 
other  public  authorities,  which  are  therefore  of  an  indeterminate 
amount  at  the  time  when  an  engagement  is  undertaken,  are  not 
regarded  as  contingent  fees  within  the  meaning  of  this  rule. 

10  A  member  shall  not  advertise  his  professional  attainments  or 
services: 

a  The  publication  of  what  is  technically  known  as  a  card  is 
restricted  to  an  announcement  of  the  name,  title  (member 
of  American  Institute  of  Accountants,  CPA,  or  other  profes- 
sional affiliation  or  designation),  class  of  service,  and  address 
of  the  person  or  firm,  issued  in  connection  with  the  an- 
nouncement of  change  of  address  or  personnel  of  firm,  and 
shall  not  exceed  two  columns  in  width  and  three  inches  in 
depth  if  appearing  in  a  newspaper,  and  not  exceed  one- 
quarter  of  a  page  if  appearing  in  a  magazine  or  similar  pub- 
lication. 

b  A  paid  listing  in  a  directory  is  restricted  to  the  name,  title, 
class  of  service,  address  and  telephone  number  of  the  person 
or  firm,  and  it  shall  not  appear  in  bold  type,  box,  or  other 
form  of  display,  or  in  a  style  which  differentiates  it  from 
other  listings  in  the  same  directory. 

11  A  member  shall  not  be  an  officer,  director,  stockholder,  represen- 
tative, or  agent  of  any  corporation  engaged  in  the  practice  of 
public  accounting  in  any  state  or  territory  of  the  United  States 
or  the  District  of  Columbia. 

12  A  member  shall  not  permit  his  name  to  be  used  in  conjunction 
with  an  estimate  of  earnings  contingent  upon  future  transactions 
in  a  manner  which  may  lead  to  the  belief  that  the  member 
vouches  for  the  accuracy  of  the  forecast. 

13  A  member  shall  not  express  his  opinion  on  financial  statements 
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of  any  enterprise  financed  in  whole  or  in  part  by  public  distribu- 
tion of  securities,  if  he  owns  or  is  committed  to  acquire  a  finan- 
cial interest  in  the  enterprise  which  is  substantial  either  in  rela- 
tion to  its  capital  or  to  his  own  personal  fortune,  or  if  a  member 
of  his  immediate  family  owns  or  is  committed  to  acquire  a  sub- 
stantial interest  in  the  enterprise.  A  member  shall  not  express  his 
opinion  on  financial  statements  which  are  used  as  a  basis  of 
credit  if  he  owns  or  is  committed  to  acquire  a  financial  interest 
in  the  enterprise  which  is  substantial  either  in  relation  to  its 
capital  or  to  his  own  personal  fortune  or  if  a  member  of  his  im- 
mediate family  owns  or  is  committed  to  acquire  a  substantial 
interest  in  the  enterprise,  unless  in  his  report  he  discloses  such 
interest. 

14  A  member  shall  not  make  a  competitive  bid  for  professional  en- 
gagements in  any  state,  territory,  or  the  District  of  Columbia,  if 
such  a  bid  would  constitute  a  violation  of  any  rule  of  the  recog- 
nized society  of  certified  public  accountants  or  the  official  board 
of  accountancy  in  that  state,  territory,  or  District. 

15  A  member  of  the  American  Institute  of  Accountants,  engaged  in 
an  occupation  in  which  he  renders  services  of  a  type  commonly 
rendered  by  public  accountants,  must  observe  the  by-laws  and 
Rules  of  Professional  Conduct  of  the  Institute  in  the  conduct  of 
that  occupation. 

16  A  member  shall  not  violate  the  confidential  relationship  between 
himself  and  his  client. 
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act  discreditable  to  the  profession,  94 

competition  in  the  profession,  184 

co-operation  among  members  of,  186 

debt  to,  188 

recognition  of,  51 

relations  with  other  accountants,  184 

uncomplimentary  allusions  to  fellow  practitioners,  195 
Accountants'  legal  responsibility 

by  Saul  Levy,  20 
Accountant's  report  or  certificate 

auditor's  opinion  on  books  he  has  kept,  42 

certification  of  non-CPA  firm's  report,  201 

exceptions  negative  opinion,  97 
Institute  opinions,   101 

expressing  or  certifying  opinion,  93 

fairness  of  statements,  87,  95 

foreign  government  auditors'  certification,  108 

independence,  21 

Institute  rule  5,  89,  93 
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Accountant's  report  or  certificate  (cont.) 

long  form,  97 

reliance  on  reports  of  others,  105 

responsibility  when  opinion  is  omitted,  97 

rule  to  require  member  to  express  or  deny  opinion,  100 

SEC  rules,  106,  107 

short  form  qualifications  and  exceptions,  95 

short  form  recommended  by  Institute,  92 

statements  audited  by  others,  104 

Statements  on  auditing  procedures,  number  23,  98 
Accounting 

Accounting  research  bulletins,  92 

American  accounting  association,  statements  of  accounting  principles,  92 

generally  accepted  accounting  principles,  91 

objective  standards,  89 

Restatement  and  revision  of  accounting  research  bulletins,  92 

SEC  accounting  regulations  and  releases,  92 
Accounting  research  bulletins,  92 
Accounting  school,  153 

Act  discreditable  to  the  profession,  see  Accountancy  profession 
Advertising 

boiler  plate,  64 

canned  newsletters,  64 

change  in  office  hours,  61 

contribution  to  service  club  advertising  program,  61 

copyright,  59 

directory  listings,  65 

interpretation  of  rule,  65 

electronic  data-processing  services,  155 

Institute  opinions,  59,  64,  67,  69 

Institute  rule  10,  56,  58 

letterheads,  see  Letterheads 

mail  announcements,  61,  63 

paid  for  by  others,  68 

Treasury  department  ruling,  68 

personnel  change  announcement,  62 

radio  program,  62,  63 

sending  information  to  clients,  183 

signs,  60 

TV  appearances,  62 

tax  courses,  61 

Treasury  department  circular  230,  68 
Advisory  service:  new  frontier 

by  Marquis  G.  Eaton,  138 
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Affidavits 

tax  returns,  118,  119 
Ambitious  consultants 

by  Perrin  Stryker,  157 
American  accounting  association 

statements  of  accounting  principles,  92 
American  bar  association 

Canon  27,  75 

confidences  of  client,  169 

contingent  fees,   175,   178 
Announcements,  see  Advertising;  Solicitation 

Approved  methods  for  the  preparation  of  balance-sheet  statements,  90 
Auditing 

Approved  methods  for  the  preparation  of  balance-sheet  statements,  90 

Audits  by  certified  public  accountants,  91 

Audits  of  corporate  accounts,  90 

Case  studies  in  auditing  procedure,  91 

Codification  of  statements  on  auditing  procedure,  91 

Examination    of  financial  statements   by   independent  certified  public 
accountants,  91 

generally  accepted  auditing  standards,  go 

Generally  accepted  auditing  standards— their  significance  and  scope,  91 

objective  standards,  89 

red  book,  91 

Statements  on  auditing  procedure,  91 

Verification  of  financial  statements,  90 
Auditors,  see  also  Certified  public  accountants 

as  bookkeepers,  42 

as  co-executors,  41 

as  controllers,  41 

as  officers  or  directors,  38 

reports,  see  Accountant's  report  or  certificate 
Audits 

independent,  origin  and  purpose,  88 

joint,  207 
Audits  by  certified  public  accountants,  91 
Audits  of  corporate  accounts,  90 


Bidding,  see  Competitive  bidding 
Boiler  plate,  see  Advertising 
Bookkeeper-auditor,  42 
Bookkeeping  service 
auditor's  opinion  on  books  he  has  kept,  42 
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Bookkeeping  service   (cont.) 
Institute  opinion  on,  42 

financial  interest  in,  173 
Broad,  Samuel  J. 

Progress  of  auditing,  94 
Brokerage,  see  Commissions,  brokerage  and  fee-splitting 
Budgets 

forecasting  and,  102 


CPA  handbook,  186,  194 

Canned  newsletters,  see  Advertising 

Canons  of  professional  ethics,  see  Professional  conduct 

Cards 

non-CPA  employee's  name  on,   197 
Case  studies  in  auditing  procedure,  91 

Certificate,  see  Accountant's  report  or  certificate;  Financial  statements 
Certified  public  accountants 

collaboration  among  qualified  and  professional  accountants,  104 

communication  with  predecessor  accountant,  190 

employed  by  non-CPA,  202 

employment  of,  in  law  firms,  134 

independence,  see  Independence 
Checks 

independence  in  signing,  43 
Christen,  Albert,  45 
Circular  230,  see  Treasury  department 
Clients 

communication  with  predecessor  in  engagement,   190 

confidences  of,  American  bar  association,  1 69 

confidential  relationship,  164 

honesty  in  client's  affairs,  162 

improper  advice  to,  183 

loyalty  to,  162 

obligations  to,  162 

relations  with,   161 
Institute  opinions,  165 

solicitation  of  other's,  189 

solicitude  for,  163 

wrongdoing  on  part  of,  169 
Code  of  professional  ethics,  see  Professional  conduct 
Code  of  secrecy,  165 
Codification  of  statements  on  auditing  procedure,  91 
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Co-executor 

as  auditor,  41 
Cohen,  Albert  H. 

Professional  conduct  in  taxes,  115,  116,  121 
Collaboration  among  qualified  and  professional  accountants,  104 
Commissions,  brokerage  and  fee-splitting 

fees  to  non-CPAs,  173 

financial  interest  in  bookkeeping  service,  173 

in  purchase,  sale  or  merger,  172 

Institute  opinions,  173 

Institute  rule  3,  83,  153,  171 

laity,  173 

reasons  for  prohibition  against,  84 

recommending  products  or  services,  172 
Competence 

as  ethical  obligation,   13 

concept  of,  application,  14 

concept  of,  compliance,  19 

Cooley  on  Torts,  13 

group  competence  of  firms,  16 

in  management  services,  142 

in  obligations  to  clients,  162 
Competition 

in  accounting  profession,  184 
Competitive  bidding 

in  securing  professional  services,  181 

Institute  rule  14,  76 

one  firm's  policy,  81 

relations  with  other  practitioners,  191 

state  societies'  definitions  and  rulings,  80 

statement  by  executive  committee,  77 
Confidential  relationship,  see  also  Privileged  communications 

code  of  secrecy,  165 

distribution  of  client's  percentages,  165 

Institute  opinions,  165 

Institute  rule  16,  164 

reference  from  employer's  clients,  165 

reproduction  of  client's  records,  165 

rule,  116 
Conflicts  of  interest,  46 
Contingent  fees 

American  bar  association,  175,  178 

damages  collected,  180 

definition,  179 
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Contingent  fees  (cont.) 

Institute  opinions,  180 

Institute  rule  9,  175 

purpose  of  rule,  174 

tax  work  as  exception,  175 

Treasury  department  agreements,  177 

Treasury  department  rule,  176,  177 
Controller 

as  partner,  41 

auditor  as,  41 
Cooley  on  Torts,  13 
Corporations 

accounting  practice  by,  147,  198 
Institute  rule  11,  147 


Development  of  management  services 

by  Roger  Wellington,  140 
Director 

auditor  as,  38 

of  corporation  practicing  as  public  accountants,  147 
Directory  listings,  see  Advertising 
Disclosure,  see  also  Financial  statements 

in  bankruptcy  petition,  171 

Institute  opinions,  170 

to  successor  accountant  of  fraudulent  tax  return,  170 

when  may  CPA  make,  169 
Drinker,  Henry  S. 

Legal  ethics,  14,  53,  151,  177,  182,  191 


Eaton,  Marquis  G. 

Advisory  service:  new  frontier,  138 

What  is  an  accountant? ,  23 
Eckerling  v.  Helvering,  166 
Electronic  data  processing 

as  separate  corporation  or  partnership,  155 

services,  155 
Employment  of  accountants 

by  non-CPA,  202 

indirect  offer,  193 

Institute  opinions,  193 

offers  to  employees  of  others,  192 
Institute  rule  8,  192 
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Estimates  of  earnings,  see  Forecasts 

Ethics,  see  Professional  conduct 

Ethics  and  a  change  of  auditors:  a  summary  of  British-U.S.  views 

by  Edward  J.  McDevitt,  190 
Ethics:  the  profession  on  trial 

by  Edward  B.  Wilcox,  48 
Etiquette  of  the  accountancy  profession,  208 
Examination    of    financial   statements    by    independent    certified    public 

accountants,  91 
Expert  witnesses 

accountants  as,  contingent  fee  for,  180 
Extensions  of  auditing  procedure,  95 


Fee-splitting,  see  Commissions,  brokerage  and  fee-splitting 
Fees 

forwarding  fees,  181,  194 

not  considered  contingent,  179 

suits  for,    182 

suits  for,  American  bar  association,  182 
Fifty  years  of  accountancy 

by  Robert  H.  Montgomery,  188 
Financial  interest 

bookkeeping  service,  173 

disclosure  of  wife's  interest,  38 

in  enterprise  under  audit,  33 

Institute  rule  13,  33 
Financial  statements 

audited  by  others,  104 

auditor's  responsibility  when  opinion  is  omitted,  97 

disclosure,  95 

fairness  of,  95 

false  or  misleading,  89 

analysis  of  Institute  rule  5,  93 

independence  in  expressing  opinion,  21 

opinions,  87 

reliance  on  reports  of  others,  105 

SEC  rules  on  opinions,  106,  107 
Firm  name 

deceased  partner,  205 

designation,  "certified  public  accountants,"  202 

designations,  misleading,  201 

Institute  rule  1,  203 
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Forecasts 

estimates  of  earnings,  102 

Institute  rule  12,  102 

use  of  accountant's  name,  103 
Foreign  government  auditors 

certification,  108 
Forwarding  fees,  see  Fees 


Generally  accepted  accounting  principles,  91,  92 

Generally  accepted  auditing  standards,  90 

Generally  accepted  auditing  standards— their  significance  and  scope,  91 

Government  bodies 

requirements  of,  compliance  with,  101 
Griswold,  Erwin  N. 

relations  between  lawyers  and  accountants,  24 


Hippocratic  oath 
passage  from,  196 

Honesty 

client's  affairs,  162 


Ideals 

definition,  7 
Illinois  society  of  certified  public  accountants 

rule  on  independence,  36 
Incompatible  occupations,  see  Occupations  incompatible 
Independence,  see  also  Audits;  Financial  statements 

auditor  as  co-executor,  41 

auditor  as  controller,  41 

auditor  as  officer  or  director,  38 

auditor's  opinion  on  books  he  has  kept,  42 
Institute  opinion,  42 

conflicts  of  interest,  46 

resolution  by  Institute  council,  47 

disclosure  of  wife's  interest,  38 

financial  interest  in  enterprise  under  audit,  33 

Illinois  society  of  certified  public  accountants'  rule,  36 

in  expressing  opinions  on  financial  statements,  21 

in  management  services,  23,  144 

in  relations  with  client,  163 

in  services  other  than  auditing,  24,  44 
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in  tax  services,  23,  117 

Institute  council  statement  on,  27,  34 

Institute  rule  13,  33 

miscellaneous  financial  relations,  45 

partner  as  controller,  41 

SEC  rule,  22,  32,  36,  107 

signing  checks,  Institute  opinion,  43 
Individual  practice,  see  Public  accounting  practice 
Institute  of  chartered  accountants  in  England  and  Wales 

incompatible  occupations  provision,  208 
Insurance  agency,  152 
Internal  revenue  service 

representation  before,  117,  120 
Ipswich  mills  v.  Dillon,  167 


Joint  practice  of  law  and  accountancy,  135 


Laity 

fee-splitting  with,  173 

partnerships  with,  18,  153,  200 

recommendation  by,  173 
Law  and  accounting 

joint  practice,  135 
Law  and  accounting 

by  Bernard  F.  Magruder,  27 
Lawyers 

employment  of,  in  accounting  firms,  17,  134 
Lawyers  and  accountants 

relations  between,  24,  125 
Lawyers  and  accountants  in  tax  practice,  see  Tax  practice 
Legal  ethics 

by  Henry  S.  Drinker,  53,  151,  177,  182,  191 
Letterheads,  see  also  Firm  name 

correspondent  firms,  59,  207 

designation  "member,"  203 

names  of  CPAs  not  partners,  203 

non-partner  non-CPA  listing,  202 

reproduction  in  textbook,  59 

staff  men  listing,  59 
Levy,  Saul 

Accountants'  legal  responsibility,  20 
Liability,  see  Responsibilities  of  accountants  and  auditors 
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Loyalty 
to  client,  162 


McDevitt,  Edward  J. 

Ethics  and  a  change  of  auditors:  a  summary  of  British-U.S.  views,  190 
Magruder,  Bernard  F. 

Law  and  accounting,  27 
Mail  announcements,  see  Advertising;  Solicitation 
Management-consultant  firms 

quotation  from  Fortune  magazine,  157 
Management  services 

corporations  formed  to  render,  147 
Institute  rule  11,  147 

definition,  140 

demand,  138 

electronic  data  processing,  155 

entering  field,  139 

ethical  problems  and  responsibilities,  137,  142 

ethical  rules  applicable  to,  156 

independence,  23,  41,  44,  144 

separate  partnerships,  148 
Institute  opinions,  149 
Materiality,  94 
Montgomery,  Robert  H. 

Fifty  years  of  accountancy,  188 
Municipal 

joint  audits,  207 


National  conference  of  lawyers  and  certified  public  accountants 

Statement  of  principles,  129 
Negligence 

failure  to  discover  material  omissions  or  misstatements,  95 
New  York  state  society  of  certified  public  accountants 

auditor  as  officer  or  director  rule,  38 
New  York  stock  exchange 

correspondence,  92 
Non-profit  institutions 

auditor  as  director,  40 


Occupations  incompatible 
accounting  school,  153 
broker,  152 
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insurance  agency,  152 

Institute  of  chartered  accountants  in  England  and  Wales  provision,  208 

Institute  opinions  on,  152 

Institute  rule  4,  150,  208 
Officer 

auditor  as,  38 
Opinion,  see  Accountant's  report  or  certificate 
Organization  form,  198 


Palmer  v.  Fisher,  166 
Partner 

as  controller,  41 
Partnerships 

"AIA"  designation,  Institute  rule,  203 

association  of  accountants  not  partners,   103,  206 
Institute  opinions,  207 

CPAs  and  public  accountants,  154,  200 

certification  of  non-CPA  firm's  report,  201 

deceased  partner,  205 
Institute  resolution,  205 

description,  202 

dual,  202 

Institute  opinions,  204 

firm  name,  misleading  titles,  201 

Institute  opinions,  201 

limited,  201 

names  in  firm's  designation,  201 

separate,  for  management  services,  148 

with  laity,  18,  153,  200 
Practice  by  corporations,  see  Corporations 
Privileged  communications,  165 

See  also  Confidential  relationships 

state  accountancy  laws,   166,   167 
Professional  attitude,  50 

management  services,  144 

rules,  55 
Professional  conduct 

canons  of  professional  ethics,  7 

code  of  professional  ethics,  6 

enforcement  of  rules,  9 
professional  societies,  9 
Securities  and  exchange  commission,  10 
state  laws,  9 
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Professional  conduct   (cont.)  :_■  .  •       -       •■ 

Treasury  department,   10  .:.  .     .     :,v 

evolution,  8  ... 

ideals,  7 

origin,  7 

public  interest  and,  3 

purposes,  3 

rule  1,  use  of  firm  name,  203 

rule  2,  use  of  accountant's  name,  103,  206 

rule  3,  commissions,  brokerage  and  fee-splitting,   136,   171 

rule  4,  occupations  incompatible,  150,  208 

rule  5,  false  or  misleading  statements,  89,  93 

rule  6,  certification  of  statements  audited  by  others,  104,  194,  207 
Institute  opinions,   106 

rule  7,  solicitation,  70,  189 

rule  8,  employees  of  other  accountants,   192 

rule  9,  contingent  fees,  174 

rule  10,  advertising,  56 

rule  11,  practice  by  corporations,  147,  198 

rule  12,  forecasts,  102 

rule  13,  financial  interest  in  client's  affairs,  33 

rule  14,  competitive  bidding,  76 

rule   15,  simultaneous  occupations,   147,  209 

rule  16,  confidential  relationship,  116,  164 

rules,  6 

tax  practice,  113 

usefulness,  5 
Professional  conduct  in  taxes 

by  Albert  H.  Cohen,  115,  116,  121 
Professional  ethics,  see  Professional  conduct 
Progress  of  auditing 

by  Samuel  J.  Broad,  94 
Public  accounting  practice 

association  of  accountants  not  partners,  103,  206 
Institute  rule  2,  103 

building  a  practice,  75 

communication   with   predecessor   accountant,    190 

experts,  employment  of,  as  staff  assistants,  154 

form  of  organization,  198 

individual  practice,  204 

Treasury  department  provision,  204 

lawyers,  employment  of,  134 

partnerships,  see  Partnerships 

purchase  of,  206 
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relations  with  staff  accountants,  195 

Institute  opinion,  197 
use  of  CPA's  name  by  another,  103 
Public   interest 

professional  ethics  and  the,  3 


Radio  program,  62,  63 
Red   book,  91 
Referrals,  15,  143,  194 
Relations  with  clients,  see  Clients 
Relations  with  fellow  practitioners,  184 
Reliance  on  work  of  other  accountants,  105 
Responsibilities  of  accountants  and  auditors 

in  management  services,  137    — 

in  relations  with  legal  profession  in  tax  matters,  125    -— 

in  tax  practice,  113      — 

statements  audited  by  others,   104    ~^ 

to  client,  114 

to  government  in  tax  matters,  120 

to  public  in  tax  matters,  124 

when  opinion  is  omitted,  97 
Restatement  and  revision  of  accounting  research  bulletins,  92 
Rules  of  professional  conduct,  see  Professional  conduct 


Securities  and  exchange  commission 

accounting  regulations  and  releases,  92 

auditor  as  officer  or  director,  38 

independence,  rule  on,  22,  32,  36 

opinions  on  financial  statements,  106 
Signs,  60 

Simultaneous  occupations,  see  Occupations  incompatible 
Solicitation 

American  bar  association 
canon  27,  75 

building  a  practice,  75 

clients  of  others,  189 

definition,   71 

electronic  data-processing  services,  155 

existing  personal  relations,  74 

Institute  opinions,  72 

Institute  rule  7,  70,  189 

management  services,    145 
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Solicitude,    163 
Specialists,  163 

employment  as  staff  assistants,  17,  154 

employment  of  lawyers,  17 

non-CPA,  partnerships  with,  18,  153 
Staff  men,  see  Public  accounting  practice 
Stans,  Maurice  H. 

relations  between  lawyers  and  accountants,  25 
State  boards  of  accountancy 

violations  of  rules,  100 
Statement  of  principles  relating  to  practice  in   the  field  of  federal  in- 
come taxation,  129 
Statements  on  auditing  procedure,  91 
Statements  on  auditing  procedure,  number  23 

approval  by  Institute  membership,  99 

approval  by  state  societies,  99 

proposal  as  rule  of  conduct,  99 

substance  of,  in  rules  of  conduct  of  state  boards  of  accountancy,  99 
Stryker,   Perrin 

Ambitious  consultants,  157 


TV  appearances,  62 

Tax  avoidance  and  evasion 

accountant's  responsibility,  114 
Tax  consultant 

prohibited  self-designation,  131 
Tax  courses 

soliciting  enrollments,  61 
Tax  court 

practice  before,  110,  132 
Tax  expert 

prohibited  self -designation,   131 
Tax  practice 

activities    110 

admission  before  Treasury  department  and  Tax  court,  110,  111,  132 

affidavits  on  tax  returns,  118 

alternative  methods  in  preparation  of  returns,  116 
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